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Company Law and Secretarial Practice Section 
Epitep By J. S. McINNES, F.I.C.A. 


Lire DrrEcToRSHIP BY ARTICLES—COMPANY WouNb Up— 
CoMPENSATION 


By the original articles of association of T. N. Farrer Ltd., a 
private company, G. A. Jell was appointed governing director of 
the company for life, or until he should resign office or be removed 
by special resolution. The articles further provided that, whilst 
Jell retained the office of governing director he should have, in 
effect, plenipotentiary powers, and that his remuneration as govern- 
ing director should be at the rate of £300 per annum. The com- 
pany had been formed to acquire the business owned by Jell, then 
carried on under the name of T. N. Farrer, and Jell was a signatory 
of the memorandum and articles of the company. From the 
incorporation of the company until its liquidation Jell acted as its 
governing director, exercising the powers and receiving the 
remuneration prescribed by the articles. On October 17, 1934, after 
Jell had held the position of governing director for sixteen years, 
an extraordinary resolution was passed by which it was resolved 
that the company should be wound up voluntarily on the ground 
that the company could not, on account of its liabilities, continue 
its business, and liquidators were appointed. Jell held the whole 
of the issued shares by himself or a nominee, and he voted in favour 
of the resolution to wind up; in fact, no such resolution could 
have been passed without his assent. The company was then 
insolvent, and liquidation was the only honest course to take. 

When the liquidators assumed office they forthwith dispensed 
with the services of Jell and did not pay him any remuneration. 
Jell then made a claim in the liquidation for £3,300 as “compen- 
sation for loss of office as governing director,” the amount being 
calculated as the capital value of Jell’s life interest in £300 per 
annum, but the liquidators rejected it on the ground that Jell was 
not entitled to make such a claim. 

_ Jell then applied to the Court to reverse the decision of the 
liquidators, but Mr. Justice Simonds dismissed his application. 
His Lordship said that as Jell had signed the memorandum and 
articles, and had assumed and held the office of governing director 
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for sixteen years, he must, in the absence of any evidence to the 
contrary, be regarded as holding office on the terms of the articles, 
It was from them alone that the terms of his contract of service 
could be ascertained. 

What was the result of the liquidation on such a contract of 
service? His Lordship had no doubt that the resolution for wind- 
ing up, followed by such action of the liquidators as had been 
there taken, operated as a determination of a governing or other 
director’s service. Nor was he debarred from making a claim, if 
it was otherwise valid, by the fact that he had himself supported 
the resolution. 

It was necessary to distinguish between a case like the present 
one, in which the only contract between the director and the com- 
pany was that constituted by the articles and the governing director 
had assumed office in accordance with them, and a case where, 
apart altogether from the articles, the company and the director 
had entered into an independent agreement. In the latter case, if 
the period of service was for a fixed term, or for the life of the 
director, it would be a matter of construction in each case whether 
a provision was to be implied limiting the employment to the term 
of the company’s active existence, so that, if the company was 


wound up during the fixed term or during the life of the director, § 
he would nevertheless have no claim by reason of the termination § 
of his service, and as a matter of construction it might well be i 


difficult to import such a provision into such a contract. But where 
the terms of the contract were to be found only in the articles, 
it appeared to be reasonably clear that a condition of the continued 
employment of the director must be the continued existence of the 
company, and ceased automatically when it was wound up. 

On the ground that the employment of the governing director 
was, as a matter of contract, limited to the active life of the com- 
pany, his Lordship upheld the decision of the liquidators. But 
assuming that there had been a breach of contract it was one in 
respect of which no damages were recoverable, for, if the terms 
of the contract were to be found in the articles, they must include 
the term that the governing director might be removed by special 
resolution of the company, and also the term that his tenure of 
office must always be subject to the relevant articles themselves 
being altered under the statutory power. Jell was employed on 
terms under which it was competent for his employer, at any 
moment, to dismiss him. It appeared impossible to hold that a 
servant could, on the termination of his contract of service, how- 
ever it might be terminated, recover damages by reason of such 
termination from a master who could at any moment dismiss him. 

(His Lordship expressed the opinion that in any view of the 
case £3,300 was an excessive amount of damages.) (Jn re T. N. 
Farrer Ltd. (1937 Ch. 352).) 
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FAILuRE OF Director TO ACQUIRE SHARE QUALIFICATION 


Qualification of Director—By S. 141 of the English Companies Act of 
1929: (1) Without prejudice to the restrictions imposed by the last fore- 
going section (i.e., restrictions on the appointment or advertisement of 
directors), it shall be the duty of every director who is by the articles of 
the company required to hold a specified share qualification, and who is not 
already qualified, to obtain his qualification within two months (Note A) 
after his appointment, or such shorter time as may be fixed by the articles. 

(2) For the purpose of any provision in the articles (Note B) requiring 
a director or manager to hold a specified share qualification, the bearer of 
a share warrant shall not be deemed to be the holder of the shares specified 
in the warrant. 

(3) The office of director of a company shall be vacated if the director 
does not within two months (Note A) from the date of his appointment, or 
within such shorter time as may be fixed by the articles, obtain his qualifi- 
cation, or if after the expiration of the said period or shorter time he ceases 
at any time to hold his qualification. 

(4) A person vacating office under this section shall be incapable of being 
re-appointed director of the company until he has obtained his qualification. 

(5) If after the expiration of the said period or shorter time any unquali- 
fied person acts as a director of the company, he shall be liable to a fine not 
exceeding £5 (Note C) for every day between the expiration of the said 
period or shorter time or the day on which he ceased to be qualified, as the 
case may be, and the last day.on which it is proved that he acted as a director. 

Q. Act, S. 151; S.A. Act, S. 162; N.S.W. Act, S. 122. 

Note A. “one month” in S.A. Act. 

Note B. “of an existing company” in N.S.W. Act. 

Note C. “£2” in S.A. Act. 


Power of Court to Grant Relief in Certain Cases—By S. 372 of the 
English Companies Act of 1929: (1) If in any proceeding for negligence, 
default, breach of duty, or breach of trust against a person to whom this 
section applies it appears to the Court hearing the case that that person is 
or may be liable in respect of the negligence, default, breach of duty or 
breach of trust, but that he has acted honestly and reasonably, and that, 
having regard to all the circumstances of the case, including those con- 
nected with his appointment, he ought fairly to be excused for the negligence, 
default, breach of duty or breach of trust, that Court may relieve him, 
either wholly or partly, from his liability on such terms as the Court may 
think fit. 

(2) Where any person to whom this section applies has reason to appre- 
hend that any claim will or might be made against him in respect of any 
negligence, default, breach of duty or breach of trust, he may apply to the 
Court for relief, and the Court on any such application shall have the same 
power to relieve him as under this section it would have had if it had been 
a Court before which proceedings against that person for negligence, default, 
breach of duty or breach of trust had been brought. 

(3) Where any case to which Sub-section (1) of this section applies is 
being tried by a judge with a jury, the judge, after hearing the evidence, 
may, if he is satisfied that the defendant ought in pursuance of that sub- 
section to be relieved either in whole or in part from the liability sought to 
be enforced against him, withdraw the case in whole or in part from the 
jury and forthwith direct judgment to be entered for the defendant on such 
terms as to costs or otherwise as the judge may think proper. 

(4) The persons to whom this section applies are the following: 

(a) directors of a company; 

(b) managers of a company; 

(c) officers of a company; 

(d) persons employed by a company as auditors, whether they are 
or are not officers of the company. 

Q. Act, S. 379; S.A. Act, S. 377; N.S.W. Act, S. 361. 
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In 
In re Barry and Staines Linoleum Ltd. 

(1934 Ch. 227) the object of the petition was to obtain an order 
under S. 372 relieving the petitioner from any liability incurred by 
him in respect of his having acted as a director of the company 
and received remuneration as a director aiter he had ceased to kk 
a director by reason of his having failed to obtain the share quali- 
fication, required by the articles, within two months after hi 
appointment as director. 

By a resolution of the board of directors of the company passed 
on February 25, 1930, under article 90 the petitioner and fou 
other persons were appointed additional directors of the company, 
The articles provided (inter alia) as follows: 

Article 89: “. . . the number of directors shall not be less than 
five nor more than fifteen.” 

Article 90: “The directors may from time to time appoint any 
qualified person to be a director, either to fill a casual vacancy or 
by way of addition to the board.... Any director appointed under 
this article shall hold office only until the ordinary general meeting 
following next after his appointment, but shall then be eligible for 
re-election.” 

Article 92: “The directors shall be entitled to remuneration for 
their services at the rate of £1,000 per annum each... .” 

Article 93: “The qualification of a director shall be the holding 
in his own name alone, . . . of ordinary shares of the company, 
of the nominal amount of £500 at least. Any person appointed or 
elected a director who acquires his qualification within two months 
thereafter shall be deemed to have been duly qualified at the time 
of such appointment or election.” 

Article 95: “The office of director shall be vacated—(a) if (not 
being already qualified) he do not obtain his qualification within 
two months after his appointment. . . .” 

The capital of the company was divided into 2,100,000 prefer- 
ence and ordinary shares of £1 each, all issued and fully paid up 
The petitioner held 1,020 preference shares, which were registerei 


in his name on March 25, 1930. At the annual meeting held of 


June 24, 1930, the petitioner, pursuant to the articles, retired from 
the office of director, offered himself for re-election, and was duly 
re-elected. On August 26, 1930, the petitioner bought 2,000 ordinary 
shares of the company. On May 30, 1933, it was discovered that 
he had not acquired ordinary shares to the nominal amount oi 
£500 by April 25, 1930 (i.e., within two months after his appoint: 
ment as a director). The petitioner then ascertained for the firs 
time that he had ceased to be a director on April 25, 1930, and 
was incapable of being re-appointed a director until he acquired 
the 2,000 ordinary shares which he had bought in August, 1930, 
with the result that his re-appointment on June 24, 1930, was 
inoperative. By a resolution of the board passed on June 8, 193%, 
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the petitioner was re-appointed a director, pursuant to article 90, 
retired, and, upon offering himself for re-election by the share- 
holders at an ordinary meeting held on June 28, 1933, was re- 
elected. : 

The petitioner had originally been a director of a Scottish com- 
any which in 1930 had become merged in Barry and Staines 
Linoleum Ltd. The articles of the Scottish company provided that 
the qualification of a director of that company should be a holding, 
in his own name alone, of shares of the Scottish company, whether 
ordinary or preference, to the nominal value of £1,000 at least. As 
a result of the merger, the petitioner was appointed on February 
25, 1930, a director of the English company by the board, and on 
March 25, 1930, 1,020 £1 preference shares were issued to the 
petitioner in exchange for his preference shares in the Scottish 
company. The petitioner either did not notice, when reading the 
English company’s articles, or did not remember when he had 
read them, that the qualification for directorship under them— 
differing from the articles of the Scottish company—was the hold- 
ing of ordinary shares. 

In his petition to the Court the petitioner stated that from 
April 25, 1930, to June 1, 1933, he acted as a director, and per- 
formed his duties and used his best endeavours to serve the com- 
pany to the best of his ability as a director. He had been paid by 
the company at the rate of £1,000 a year from April 1, 1930, to 
March 31, 1933, but had been paid nothing for the period from 
that date till June 1, 1933. As far as he could remember, no one 
had told him that a holding of preference shares was not a quali- 
fication for the office of director, or that the 2,000 ordinary shares 
which he bought in 1930 were acquired too late. Until June 1, 
1933, he acted upon the belief and assumption that the 1,020 
preference shares which he had acquired constituted a director’s 
qualification. He submitted that in acting as a director from April 
25, 1930, to June 1, 1933, he had acted honestly and reasonably, 
and asked, first, to be relieved pursuant to S. 372 from any liability 
for fines or penalties which he might have incurred under S. 141 
of the Act or otherwise, by reason of his negligence, default, breach 
of duty or breach of trust in having acted without being qualified 
as a director of the company after April 25, 1930; and, secondly, 
to be relieved from any liability which he might be under to the 
company in respect of his negligence, default, breach of duty or 
breach of trust in drawing or receiving remuneration as a director 
in respect of the period during which he acted as, but was not in 
lact, a director. 

Maugham J. decided that the Court had jurisdiction to relieve 
the petitioner under S. 372 (2), though the jurisdiction was one 
that ought to be exercised with great care. In the present case the 
petitioner had acted honestly and reasonably, notwithstanding 
that there was a certain negligence in his not ascertaining that the 
articles required him to obtain his qualification of 500 ordinary 
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shares within two months after his appointment as a director. The 
circumstances set out in the petition showed that the negligence 
was not of a very serious character, and with regard to the fin 
not exceeding £5 to which the petitioner was liable for every day 
during which the default continued, his Lordship had no hesitation 
in coming to the conclusion that he ought to relieve the petitioner 
wholly from his liability to that fine, a liability of a penal character 
which the petitioner ought not, in the circumstances, to be made 
to undergo. 

Under S. 372, Sub-s. 2, however, the position seemed to be 
different. In the present case the Court had no evidence of the 
view taken by the shareholders or by the petitioner’s brother 
directors as to the petitioner’s liability to repay to the company the 
whole of the remuneration which he received as a director while 
de jure he was not a director. It did not seem to his Lordship that 
the Court ought to be willing to exercise its jurisdiction under 
Sub-s. 2, without clear evidence as to the opinions held on the 
subject by the persons concerned. If, for example, a director by 
reason of an incautious vote had made himself liable to pay moneys 
to a company by reason of a contract entered into it would not be 
right for the Court to render proceedings by the company or its 
liquidator abortive without information as to the views of the 
creditors or shareholders. In the present case the company was 
solvent and it might be that the shareholders would be unwilling to 
direct proceedings to be brought against the petitioner in respect 
of sums paid to him as a director to which he was not entitled. But 
the Court had no information with regard to that matter and, 
accordingly, while granting relief under the first part of the 
petition and relieving him from any liability for fines or penalties 
incurred by his having acted as a director without being qualified, 
the Court did not propose to grant him relief under the second 
part of the prayer in respect of his having drawn or received 
remuneration while so acting as a director. 

(It is almost incredible that the secretary of a company witha 
paid-up capital of £2,100,000 should have overlooked the impor- 
tant matter of the qualification of the directors of the company, 


—J.S.M.) 


LIABILITY OF Directors FoR Moneys Parp UNpDER INVALID 
RESOLUTION 

Another case dealing with S. 372 of the Act, and arising through 
a director not having obtained his share qualification, is Re J. 
Franklin & Son Ltd. (1937, 157 L.T. 188; 4 All E.R. 43). The 
articles of the company provided as follows: The executor of a 
deceased shareholder might register himself as holder of the 
shares of the deceased, but no person entitled by transmission 
should attend or vote at meetings of the company until he became 
a member. The quorum for a meeting was two members personally 
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present holding or representing by proxy not less than one-tenth of 
the issued share capital of the company. The qualification of a 
director was the holding in his own right alone and not jointly with 
any other person, of shares to the nominal value of £100. Directors 
were to acquire their qualification shares within two months after 
appointment. A director vacated office upon failure to acquire his 
qualification. The remuneration of the directors was to be voted 
to them by the company in general meeting. 

The company was formed to take over the business of Leon 
Franklin, 25,000 £1 shares being issued to Leon Franklin and his 
nominees. Bernard Franklin was a nominee. The subscribers to 
the memorandum, Leon Franklin and E. Blinkhorn, took one share 
each. Blinkhorn was a partner with C. C. Lyon in the firm of 
Blinkhorn, Lyon & Co., who were the auditors of the company. 
In 1924, Lily Franklin, the wife of Leon Franklin, had been 
appointed a director of the company until the next general meeting, 
and was re-elected as a director in subsequent years. Blinkhorn 
died on March 20, 1930, being still the owner of the one share he 
took as subscriber of the memorandum. Blinkhorn’s will was duly 
proved by C. C. Lyon, and probate was noted on the company’s 
share register. Lyon was entitled to be entered on the register as 
a shareholder, but in fact he was never registered as the holder 
of the one share of which the testator had been the registered holder, 
and Lyon was therefore not a member. On March 1, 1933, Leon 
Franklin, Bernard Franklin and Lily Franklin, and C. C. Lyon 
(representing the auditors), were present at a board meeting, at 
which it was unanimously resolved that C. C. Lyon be appointed 
a director of the company. C. C. Lyon acted continuously, and 
was treated by the company, as a director. In fact, he never quali- 
fied as a director, and under the articles he therefore ceased to be 
a director on May 1, 1933 (i.e., two months after his appointment). 

Leon Franklin died on February 10, 1934, and his widow, being 
in bad health, went to live in France, it being expected that her 
stay there would be a temporary one, but in fact she never returned. 
Two days after she left, a board meeting was held, at which B. 
Franklin and C. C. Lyon were present. At that meeting it was 
resolved to recommend to the annual meeting that Lily Franklin 
be paid remuneration as a director at the rate of £8 per week as 
from February 10, 1934. At the annual meeting held on January 
10, 1935, the only persons present were B. Franklin and C. C. 
Lyon. The recommendation of the directors above referred to was 
confirmed. 

As Bernard Franklin was the only member of the company 
present at that meeting, there was no quorum present, the resolu- 
tion purported to have been passed was invalid and payments made 
to Lily Franklin pursuant to it were not authorised, but the 
remuneration payable thereunder was, in fact, paid to Lily Franklin. 
At that time the financial position of the company was, and had 
been for some time, unsatisfactory. 
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In the compulsory liquidation of the company, the liquidator 
issued a misfeasance summons for a declaration that B. Franklin, 
Lily Franklin, and Lyon were jointly and severally liable to con. 
tribute to the company £568 for misfeasance whilst directors in 
paying or allowing to be paid to Lily Franklin, and, in the case of 
Lily Franklin, in receiving sums purporting to be her remunera- 
tion as a director from February 10, 1934, to June 24, 1935, on 
the ground that the payment of such remuneration was not duly 
authorised by or on behalf of the company. 

In giving judgment against the respondents, Mr. Justice Cross. 
man said that the respondents to the summons contended that the 
payments were properly made, or if they were not properly made, 
the respondents ought to be relieved from liability in respect of 
the breach of trust which the making of these payments involved 
under S. 372. i 

The two directors who authorised the payments pursuant to the 
invalid resolution, and the third director who actually received the 
sums paid pursuant to that resolution, were, prima facie, liable to 
refund those sums to the company as moneys improperly paid out & 
of the funds of the company. os 

In the circumstances, ought the Court, under S. 372, to relieve 
them of their liability? Lily Franklin had received and retained 3% 
sums which had been wrongly paid to her. It was true that it was 9 
partly owing to a technicality, or a technical defect, that the pay- 
ments had been improperly made, and if that technical defect had § 
not existed, it might have been extremely difficult for anyone to 
attack these payments; but the payments were improper, and they 
were not justified. In the circumstances his Lordship could not 
hold under S. 372 that this lady ought fairly to be excused from 
receiving money from the company which did not belong to her, 
and which she ought never to have had at all, and be allowed toMy 
retain that money. 

Three things had to occur in order to enable the Court to exer- 
cise the power of relief which was given by the section. First, the 
director must have acted honestly; secondly, he must have acted 
reasonably ; and thirdly, having regard to all the circumstances of 
the case, including those connected with his appointment, he ought 
fairly to be excused for what, in this particular case, was a breach oi 
trust. If those three things occurred, then the Court had power 
to relieve him, either wholly or partly, from his liability, on such 
terms as the Court might think fit. In the circumstances his Lord- 
ship did not think that he should be justified in giving, or that he 
ought to give, any relief to Lily Franklin. 

Ought the other two persons to be excused? It was not con- ie 
tended by the liquidator that either of them had acted dishonestly & 
in the sense in which the word “dishonestly” was used in the fame 
section. His Lordship read the word “dishonestly” in the section 
as meaning without any direct motive. If they had done this in 


< 


order to assist Mrs. Franklin recklessly, but without considering 
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the interests of the company at all, he thought that they might well 
be said to be dishonest, but his Lordship did not find that the 
evidence went to that. 

Did they act reasonably? His Lordship thought that it might 
have been reasonable for those two directors to have arrived at 
the conclusion, or to have believed, that Lyon was a member of the 
company, and, therefore, the resolution was properly passed. If 
the resolution was properly passed, they were justified in paying, 
and, if there was nothing more in the case, and it was a purely 
technical defect in a perfectly proper transaction, his Lordship 
thought that he could come to the conclusion, not only that the 
parties had acted honestly and reasonably, but also that, having 
regard to all the circumstances, they ought fairly to be excused, 
but he was bound, having regard to the section, to consider the 
third thing, namely, whether having regard to all the circumstances 
of the case, including those connected with their appointment, the 
directors ought fairly to be excused. On the evidence the Court 
could not come to the conclusion that this was a case where, having 
regard to all the circumstances, either of these parties ought fairly 


@) to be excused. With the best will in the world, his Lordship could 


™ not see his way to saying that they ought to be excused within the 
©) meaning of the section for this default or breach of trust. It was 

§ true that the defect in the resolution was a technicality, but it 
seemed to his Lordship that, having regard to all the circumstances 
in the case, he was not justified in saying that they ought to be 
excused, any more than ought Mrs. Franklin, for the default for 
which they were liable under the earlier section. 

The Court made a declaration that the three respondents were 
jointly and severally liable to contribute to the assets of the com- 
pany the sums paid to Lily Franklin. 

(We report the judgment in this case rather fully, but there 
is an absence of reasoning in the judgment which makes the 
decision a rather unsatisfactory one on such an important point. 
The case occupied four days in Court and was argued by leading 
counsel, and it may be that there were facts in the case, not to 
be found in the reports, which influenced the judge in arriving at 
his decision not to grant relief to B. Franklin and C. C. Lyon. 
The case is a striking illustration of the slip-shod and incompetent 
manner in which the affairs of many companies are conducted. 
A public accountant should know his position in such matters, and 
it is the purpose of this section of the journal to endeavour to 
assist accountants and secretaries in this respect.) 
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Taxation Section 
Epitep sy J. A. L. GuNN, F.I.C.A. 


UNCLAIMED BALANCES CREDITED TO PARTNERS’ CURRENT 
ACCOUNTS 


A firm of auctioneers, by their conditions of sale, provided that 
vendors should receive the purchase money on the Monday week 
following the sale, and that no money would be paid or remittance 
sent by post without a written order. As a result of the operation 
of these conditions, large sums of money from time to time 
remained unclaimed in the hands of the firm. Upon the admission 
of a new partner in 1908, £13,022/6/4, in respect of unclaimed 
balances, was transferred to the capital account of the old partner; 
and in 1935, upon the admission of a further partner, £10,406/10/! 
was transferred to the current accounts of the former partners, 
A partnership deed in 1936 provided that such liability as sub- 
sisted in respect of these sums should be assumed by the partner- 
ship, that such unclaimed balances as first arose six years before 
the taking of each annual account should be transferred at such 


account to the credit of the partners in accordance with their shares § 


in the partnership, that all liability in respect thereof should be 
borne by the partnership, but that the liability of the partnership 
should not appear in the annual general accounts. Held, that the 
unclaimed balances so received, although a contingent liability 
attached to them, were trading receipts when distributed to the 
partners, and were liable to income tax as such; and that any 
payment made in respect of an unclaimed balance should be treated 
as a proper debit against the profits of the year in which it was 
made: Morley v. Tattersall (1937) 4 AILE.R. 399. 


It would appear from the abovementioned decision that thi 
position of unclaimed balances in respect of income tax must to 
some extent be dependent upon the method of treatment adoptei 


with regard to them. So long as they are kept in a suspense account, 


no question of income tax arises. If they are brought into thi 
current account of the business, they will then attract income tax,§ 
although they may have to be repaid. If they are repaid, they are 


to be treated as a deduction against profits. 


SPECIAL INCOME AND WaGEs Tax 
New South Wales 


The concessions granted to taxpayers by the New South Wale 
Special Income and Wages Tax (Management) Amendment Ac 
of 1937, were dealt with in the November, 1937, issue of this 
journal at pp. 277 et seq. Amendments have been made to the 
above Act by the Finances Adjustment Act No. 16 of 1937, ani 
consequently the notes appearing in the journal require to k 
altered as follows: 
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Increase in Exemption—Special Income Tax 


Section 17 (a) (i) of the Finances Adjustment Act 1937 amends 
new S. 12 (6) by omitting therefrom “The rebate under this sub- 
section shall be calculated upon the amount of tax payable before 
allowing any rebate under Sub-section 3, Sub-section 4 or Sub- 
section 5 of this section” and by adding thereto “The rebate under 
this sub-section shall be deemed to be allowed in respect of the 
income derived during the period commencing on the first day of 
December, one thousand nine hundred and thirty-six, and ending 
on the thirtieth day of June, one thousand nine hundred and thirty- 
seven (or in respect of the final seven months where a return is 
furnished for the twelve months ending on a date other than the 
thirtieth day of June, one thousand nine hundred and thirty- 
seven ).”” 

The object of the above amendment is to prevent a taxpayer 
from receiving the rebate in respect of dependants where he is 
entitled to the rebate under S. 12 (6). The Departmental conten- 
tion, with which the writer agrees, is that the object of the S. 12 (6) 
rebate is to grant an equivalent to an exemption from tax in respect 
of income derived during period December 1, 1936, to June 30, 
1937, and therefore the dependant rebate should not be allowed for 
that period. It is by no means certain, however, that that object 
has been achieved by the amendment, but, assuming the Depart- 
mental attitude to be correct, the example on pp. 277-8 requires to 
be amended as follows: 

The total income of a taxpayer domiciled in New South Wales 
from all sources for year ended June 30, 1937, is comprised of 
mortgage interest amounting to £150. The taxpayer wholly main- 
tains one child under 16. 


"“—Seare Tes a ae ar 0 
50 @ 64d. in £.... We eer eh. Rees Oe 1 


£150 


Rebate under new S. 12 (6) = 7/12ths of £2/7/1 


co 


Increase in Exemption—Pensions 


The notes appearing on p. 278 require to be amplified as follows: 

Section 16 of the Finances Adjustment Act 1937 provides in 
effect that where a pension is income from wages, any such 
pension derived after November 30, 1937, is exempt from wages 
tax in the case of a pensioner whose total income from all sources 
during the year of income does not exceed £200. 

Section 17 (a) (ii) of the Finances Adjustment Act 1937 
amends new S. 12 (7) by inserting after “thirty-seven” the words 
“exceeded one hundred and fifty-six pounds but.” The object of 
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this amendment is to prevent a double rebate in respect of a pension 
which is net assessable income. If the pensioner’s income for 
1936-37 from all sources exceeded £100 but did not exceed £156, 
he is entitled to a rebate under new S. 12 (6) of 7/12ths of the 
tax otherwise payable by him on the whole of his net assessable 
income. 


Example: 


Pension .. .. ee 
Savings Bank Interest .. .. .. 50 


£150 Tax = £2 7 1 


Rebate under new S. 12 (6)—7/12ths of £2/7/1 1 7 § 


eee of 


If the pensioner’s income for 1936-37 from all sources exceeded 
£156, but did not exceed £200, he is entitled to a rebate under new 


S. 12 (7) of 7/12ths of the tax otherwise payable by him on any § 


pension which is included in his net assessable income. 


Example: 
Pension .. .. pole Se te i la, Gin 
Savings bank interest. Bh ea oa ae a> eaall 60 


Net assessable income .. .. .. .. .. .. £160 


£100 @ 3d. in Zé. 
£60 @ 6- 7/10ths pence - in £ . 


Tax in respect of pension: 

100 

bi a 2 = 

160 of £2/18/6 = £1/16/6 
Rebate in respect of tax on pension: 


TIE se ne ne oS os be oe ces HO 
Pe I 0855. Weed oe. dees oe 6.06 an. 


N.B.—On line 25 of 'P. 278 of the November issue of the journal 
“not assessable income” should read “net assessable income.’ 


Rebate in Respect of Spouse 


It was pointed out on p. 279 that the definition of “dependant” 
was defective because it stated that a spouse shall be deemed to 
be wholly maintained if the net amount of income derived by her 
from all sources does not exceed £100. This defect has been 
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remedied by S. 15 of the Finances Adjustment Act 1937 by the 
substitution of “such spouse” for “her.” 

The original definition of “dependant” provided: “A spouse 
shall be deemed to be wholly maintained if the net amount of 
income derived by her from all sources does not exceed one hundred 

unds.” A difficulty would have arisen in some cases in deter- 
mining what at any particular time was the amount of a wife’s 
income. This difficulty has been overcome by S. 15 of the Finances 
Adjustment Act 1937, which amends the definition of “dependant” 
by omitting the words “her from all sources does” and by inserting 
in lieu thereof the words “such spouse from all sources during the 
year ending on the thirtieth day of June, one thousand nine 
hundred and thirty-seven did.” Thus, in determining whether a 
taxpayer is entitled to a rebate in respect of his or her spouse the 
test now is whether or not the income of the spouse from all 
sources during the year ended June 30, 1937, did not exceed £100. 


Commencement of Rebate for Dependants—Wages Tax 

It was pointed out on p. 280 that an error had been made in the 
Special Income and Wages Tax (Management) Amendment Act 
of 1937, in that it contained no specific provision as to when the 
rebate in respect of dependants should first apply in the calculation 
of wages tax, and that in the absence of such a provision the rebate 
applied from the date of assent to the Act, October 15, 1937, 
although it was intended that the rebate should first apply in respect 
of wages received after November 30, 1937. The position has 
been remedied by S. 17 (b) of the Finances Adjustment Act 1937, 
which provides for the insertion of the words “in respect of income 
from wages derived after the thirtieth day of November, one 
thousand nine hundred and thirty-seven” after the word “shall” 
innew S. 18A (1) (2). 

Declaration to be made by Employees Regarding Dependants 

The notes on p. 281 require amendment as follows: 

Sub-sections (4) and (5) of Section 18A of the 1937 Amend- 
ment Act have been replaced by new sub-sections which provide 
for periodical declarations by employees. The dependant rebate 
from wages tax payable upon income derived after November 30, 
1937, and prior to June 1, 1938, shall be calculated according to 
the number of the employee’s dependants on December 1, 1937. 
Thus, for example, there will be no change in the amount of rebate 
if a child is born, or dies, or becomes 16, between those dates. 

The rebate from wages tax payable upon income from wages 
derived on and after June 1, 1938, and up to and inclusive of 
October 31, 1938, shall be calculated according to the number of 
the employee’s dependants on June 1, 1938. 

If, on June 1, 1938, there is no change in the number of depen- 
dants as compared with those existing on December 1, 1937, the 
ns is not required to furnish a fresh declaration on June 1, 
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Casual Employees 


Section 17 (b) (ii) of the Finances Adjustment Act 1937 pro- 
vides for the insertion of new S. 18A (5), which reads as follows: 

“Where an arrangement satisfactory to the Commissioner js 
made between any employer and the Commissioner, or between 
any group of employers and the Commissioner, the Commissioner 
may approve, subject to such terms and conditions as he may think 
fit, of such modifications of the provisions of this section relating 
to the furnishing of declarations as he considers necessary to meet 
the circumstances of the particular case. Where the Commissioner 
so approves he shall in writing notify the employer, or group of 
employers, of such modifications and of the terms and conditions 
to which the approval of such modifications is subject.” 


New WESTERN AUSTRALIAN ACT 

The Western Australian Income Tax Assessment Act 1937 came 
into force on December 24, 1937, and replaces the Dividend Duties 
Act, passed in 1902, and also the Land and Income Tax Assess- 
ment Act, passed in 1907, to the extent to which that Act deals with 
income tax. 

The new Act is a splendid piece of draftsmanship. A remarkable 
degree of uniformity with the Commonwealth Act and those of 
the other States has been achieved, and those who were responsible 
for the legislation are to be congratulated. 

The Act first applies to income derived during year ended June 
30, 1937, or substituted accounting period. It will also form the 
basis of assessment for those taxpayers who pay hospital contri- 
bution, Financial Emergency Tax, and Gold Mining Profits Tax 
by assessment. 

The following are a few of the important subjects dealt with in 
the new Act: 

Dividends 

The assessable income of a resident includes dividends from any 
company, whether or not incorporated in Western Australia, and 
whether paid out of income derived from sources within or without 
Western Australia. 

Under the previous Act, dividends were only brought into 
assessment if the income, including dividends, exceeded £2,895. 
This resulted in many anomalies. 

A resident shareholder is now assessable on dividends wherever 
derived, and is entitled to a rebate at his own rate of tax on 
property income, or at the rate payable by companies, whichever is 
the less, the position therefore being the same as under the Com- 
monwealth Act. 

With regard to non-residents, S. 17 (1) (b) of the new Act 
provides that the assessable income of a taxpayer shall include, 
where the taxpayer is a non-resident of the State, the gross income 
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derived directly or indirectly from all sources in the State, which 
is not exempt income. Although the Act contains no specific 
exemption in respect of dividends derived by a non-resident, 
the provisions of S. 44 (1) are confined to dividends paid to 
residents, and it is presumed that residents, only, will be assessed 
in respect of dividends. 


Exempt Dividends 


The only exempt dividends are those paid after the commence- 
ment of the new Act, December 24, 1937, wholly and exclusively 
from: 


(i) profits arising from the sale or compulsory resumption 
for public purposes of assets not acquired for the purpose 
of resale at a profit, or 

(ii) profits arising from the revaluation of such assets, or 
from the issue of shares at a premium, if the dividends 
are satisfied by the issue of shares of the company declar- 
ing the dividend. 

It should be particularly noted that a dividend, in order to be 
exempt, must be paid wholly and exclusively out of either one of 
the exempt profits. For example, if a cash or bonus share dividend 
were declared out of a fund consisting wholly and exclusively of 
realised capital profits (i) and profits arising from the revaluation 


of capital assets (ii), the dividend would be wholly assessable. 


Dividends Paid from Exempt Mining Profits 


Under S. 122, a mining company is exempt from tax until the 
taxable income derived by it after June 30, 1924, equals the amount 
of capital paid up in cash after that date. If such taxable income 
exceeds the paid-up capital, tax is payable only on such excess. 

If a dividend is paid from profits exempt under S. 122, the 
shareholder is assessable thereon, but he is entitled to a rebate at 
the rate of tax payable by him on his income from property, S. 
45 (1) proviso. This is quite different from exempting such divi- 
dends in the hands of the shareholder. The effect of including this 
class of dividend in a shareholder’s assessable income, although 
rebating it in full, is to increase the rate of tax in respect of taxable 
income derived by the shareholder from other sources. Such 
inclusion also affects the amount of the statutory exemption. 


Interest Derived 


The following schedule summarises the position under the 
Western Australian Act with regard to interest on money loaned 
upon the security of a mortgage of property: 
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Where the whole of 
the property is: 

In Western Aus- 
tralia. 

In other States. 
Outside Australia. 
Where part of the 


property is in West- 
ern Australia. 


Resident 


Assessable 

(S. 17 (2) (a) G)) 
Exempt 

(S. 17, (2) (a) (iii) ) 
Exempt 

(S. 17 (1) (a)) 
Assessable, except on 
proportion applicable 
to property outside 
State if tax paid out 
of State (S. 17 (2) 


MAR 


Non-resident 


Assessable 

(S. 17 (2) (a) (i)) 
Exempt 

(S.17 (2) (a) (iii)) 
Exempt 

(S. 17 (1) (b)) 
Assessable, except on 
proportion applicable 
to property outside 
State (S. 17 (2) (a) 
(ii) ). 


(a) (ii)). 

Interest paid outside Australia to a non-resident (i.e., a person 
who is not a resident of Western Australia, S. 5) on debentures 
issued outside Australia by a company is exempt from Westem 
Australian income tax, S. 17 (2) (a). 


Pensions Received 


Resident.—Pensions received by a resident of Western Aus. 
tralia in respect of any past employment or service rendered wholly 
Where the employment or service 


outside Australia are exempt. 
was partly rendered abroad and partly in Australia, the pension is 
apportioned on the basis of service, and that portion which relates 
to service in Australia is assessable, S. 17 (2) (h) (ii), but subject 
to rebate (see below). 

Where the whole of the employment or service was given or 
rendered in Australia, the full amount of the pension is assessable, 
S. 17 (2) (h) (i). 

Where a taxpayer has paid, outside Western Australia, income 
tax (other than Commonwealth income tax or State Special or 
Unemployment Relief taxes) in respect of the whole or part of the 
pension, he is entitled to a rebate of an amount equal either to the 
tax so paid, or to the proportion of the Western Australian income 
tax attributable to the pension, whichever is the less, S. 17 (2) (h) 
proviso. 

Non-resident.—Although the Act contains no specific exemption 
in the case of a non-resident deriving a pension from a Wester J 
Australian source, advices have been received from the Com- 
missioner that resident pensioners, only, will be assessed to Westem 
Australian income tax. 7 

Salaries 


Section 17 (2) (0) provides as follows: 

“(o) The amount of salary, wages, or remuneration derived 
whilst temporarily engaged on duties out of the State by: 
taxpayer who ordinarily resides in the State: 

Provided that, where the taxpayer has paid in any place 
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outside the State income tax (other than Commonwealth 
income tax) in respect of the whole or part of that salary, 
wages or remuneration, he shall be entitled to a rebate in 
his assessment of an amount equal either to the tax so paid 
or to the proportion of the tax payable under this Act 
which is attributable to the salary, wages or other remunera- 
tion, whichever is the less.” 


Live Stock Provisions 
The live stock provisions are the same as those contained in the 
Commonwealth Act, and opportunity is given to taxpayers to 
bring their Commonwealth and State values into line. In the case 
of taxpayers who elect to value their closing stock at cost price, 
the prescribed limits for natural increase are: 
Sheep Cattle Horses Pigs 


NN re ems og! 20s. 20s. 5s. 
eee £10 £10 20s. 


Under the Dividend Duties Act, there were no provisions to 
deal with live stock, and consequently the company’s own figures 
had to be adopted. Under the new Act, companies are placed on 
the same footing as individual primary producers regarding the 
valuation of live stock on hand. 


Sales by Overseas Manufacturers and Merchants 


The method of assessment contained in the Commonwealth Act 
has also been adopted by Western Australia. The profit deemed 
to be derived in Western Australia in the case of goods manufac- 
tured out of Australia which are imported into the State and which 
are sold therein by the manufacturer, shall be ascertained by 
deducting from the sale price of the goods the amount for which, 
at the date the goods were shipped to Australia, goods of the same 
nature and quality could be purchased by a wholesale buyer in the 
country of manufacture, and the expenses incurred in transport- 
ing them to and selling them in the State. In the case of overseas 
merchants, the deduction is based on the actual cost. 


Interstate Sales 


The position is the same as that existing under the Acts of the 
other States, except Queensland, viz. : 

Sale in Western Australia of goods manufactured in another 
State——Sale by manufacturer, one-third of the profit is taxable; 
sale by merchant, one-half of profit is taxable, unless sold by 
means of self-controlled branch, when the whole of the profit is 
taxable. 

Sale in another State of goods manufactured in Western Aus- 
tralia.—Sale by manufacturer, two-thirds of profit is taxable; sale 
by merchant, one-half of profit is taxable, except where sold by 
= of self-controlled branch, in which case no part of profit is 
taxable. 


B 
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Concessional Deductions 


The concessional deductions under the Western Australian Act 
are restricted to taxpayers “domiciled” in the State. The Western 
Australian Act, like the Commonwealth Act, does not impose an 
income limit upon taxpayers in respect of concessional deductions, 

Allowance for travelling expenses——Section 79 (a): Under the 
Western Australian Act a taxpayer, domiciled in the State, is 
entitled to a deduction, not exceeding £15, of expenditure incurred 
in travelling from his or her place of living to the place where his 
or her income is earned. There is no similar provision in the 
Commonwealth Act or in those of the other States. 

Spouse.—There is no concessional deduction under the Wester 
Australian Act in respect of the maintenance of a husband or 
wife, but married persons are entitled to a higher statutory exemp- 
tion than single persons, S. 81. 

Child Allowance.—Section 79 (b) : The allowance is £62 (being 
the allowance under the previous Act) for each child (not neces- 
sarily of the taxpayer) who— 

(a) is a resident of Australia; 

(b) is under 16 years at the beginning of the year of income, 
and 

(c) is wholly maintained by the taxpayer. 

The taxpayer is required to be domiciled in the State. 

Provision is also made for a proportional allowance where the 
child— 

(i) is born during the year of income, 
(ii) attains the age of 16 years during the year of income, 
(iii) is wholly maintained by the taxpayer during part only of 
the year, 
(iv) is only partially maintained during the whole of the year, 
v) is only partially maintained during part only of the year. 

Allowance for medical expenses—Section 79 (c): The mazx- 
mum allowance is £50 to a taxpayer domiciled in the State in respect 
of sums actually paid during the income year to any— 

(a) legally qualified medical practitioner, nurse, or chemist, 
or 
(b) public or private hospital, 
in respect of any illness of, or operation upon— 
(i) the taxpayer, 
(ii) his or her spouse, or 

(iii) any of his or her children under 21 years, 
if the spouse or child is a resident of Australia. 

“Child” includes step-child and/or adopted child. “Spouse” § 
means the husband or wife of the taxpayer; S. 5. 

The previous income limit of £350 has been abolished. 

Allowance for funeral expenses—Section 79 (d): The mas 
mum allowance is £20 to a taxpayer domiciled in Western Aus- 
tralia in respect of sums actually paid during the year of income 
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in respect of funeral and burial or cremation expenses arising out 
of the death of— 
(a) the taxpayer’s spouse, or 
(b) his or her children under 21 years, 
but only— 
(i) if the spouse or child was, at the time of death, a resident 
of Australia, and 
(ii) to the extent to which those expenses are not recouped 
to the taxpayer by any society or association. — 
This is a new allowance under the Western Australian Act. 
Allowance in respect of life assurance and other provisions.— 
Section 79 (c) : The maximum allowance is £50 (not £100 as is the 
case under the Commonwealth Act) in respect of payments by a 
taxpayer domiciled in Western Australia being— 


(a) premium paid for insurance on the life of the taxpayer, 
or of his or her spouse, or his or her children, 

(b) sums paid for a deferred annuity or other like provision 
for his or her spouse, or his or her children, and 

(c) sums paid to provident, superannuation, sustentation, 
widows’ or orphans’ funds, or to any friendly society, for 
the personal benefit of the taxpayer, or of his or her 
spouse, or his or her children. 


No income limit is imposed on the taxpayer. There is no terri- 
torial limitation with regard to the payments included in S. 79 (e), 
so that payments in respect of insurance policies or superannuation 
funds made outside the State or outside Australia are deductible. 

Dependant allowance.—Section 79 (f): The allowance is re- 
stricted to money actually expended during the year of income by 
a taxpayer, domiciled in Western Australia, in or towards the 
support of dependants, subject to a maximum allowance of £40 
for each dependant, e.g., if a taxpayer spent £60 in the maintenance 
of his mother and £30 in the maintenance of his sister, he would 
be entitled to a deduction of £70: 


For mother .. .. .. .. .. ........ £40 
We GI nin. 6 cs ake os wa 00 00 0% 30 


£70 


The conditions attached to this allowance are: 


(a) The dependant must be a relative of the taxpayer by 
blood, marriage, or adoption (but not including the spouse 
of the taxpayer). 

(b) The relative must be a resident of Western Australia. 

(c) The income of the relative from other sources must not 
exceed £73 for the year of income. 

(d) The taxpayer must have contributed £26 or more towards 
the maintenance of the relative during the year of income. 
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Both married and single persons are entitled to the dependant 
allowance, but a taxpayer is not entitled to that allowance in respect 
of his or her spouse. 

Statutory Exemption 

Companies and individuals not domiciled in Western Australia 
are not entitled to the statutory exemption. Individuals who are 
domiciled in Western Australia are entitled to this exemption. 
Under the Western Australian Act a distinction is made between 
married and unmarried taxpayers. 

Married persons, widows and widowers——The exemption is 
£200 less £2 for every £1 by which the income exceeds £200, thus 
vanishing at £300. Where the income does not exceed £200, the 
exemption is the amount of such residue. 

Under the previous Act married women were only entitled to 
the same exemption as a single person. In the new Act provision 
is made for the higher exemption to be allowed to a married woman 
who has a dependant husband as well as to a married man. 

The higher exemption is also granted to a widow or a widower 
with children who are dependants. 

Single persons.—The exemption in the case of a single person, 
or a married woman whose husband is not dependant upon her, or 
a widow or widower without dependant children, is £100 less £2 
for every £1 by which the income exceeds £100, thus vanishing at 
£150. Where the income does not exceed £100, the exemption is 
the amount of such residue. 

For the purpose of calculating the statutory exemption, “income” 
means the residue after deducting from the assessable income all 
other allowable deductions. Under the Western Australian Act the 
statutory exemption is deductible in the first place from income 
from property other than dividends, next from the income from 
dividends, and lastly from the income from personal exertion : 


Example: 
Personal 
Exertion Property Dividends 


Assessable income of married man . £200 £50 £70 
Rs ke ce wc ate) me ee 70 40 Nil 


Residue upon which statutory ex- 

emption calculated = £210 .. .. £130 £10 £70 
Statutory exemption— 

£200 — 2(210 — 200) = £180 .. 100 10 


ee GD kk iw ce ce ce oe ED Nil 

Section 15 (p) of the Western Australian Act also exempts 
“taxable income” not exceeding £250 of a male person over 65 
years of age or a female person over 60 years of age. For the 
purposes of this exemption, gifts and contributions (S. 78), cor- 
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cessional deductions (S. 79), and the statutory exemption (S. 81), 
shall not be allowable deductions. 


Sates Tax oN SECONDHAND Goops 

The Full Court of the High Court delivered judgment in Mel- 
bourne on February 14, 1938, in the appeal of Jas. Werrin v. the 
Commonwealth of Australia and the Commissioner of Taxation. 
The Court held that the plaintiff was not entitled to recover an 
amount paid by him as sales tax on secondhand goods before 
the Court’s decision in 1934 that sales tax was not payable on 
such goods. 


Taxation Question Box 
EXPENDITURE INCURRED AFTER CESSATION OF BUSINESS 


Question: 

“Enquirer” asks: 

“A business man carried on business for several years prior to 
June 30, 1936, at which date he sold out. During the years he was 
in this business, he prepared his own income tax returns, and in 
order to arrive at the amount of his taxable income he simply 
deducted from his total cash sales the actuai amount he had paid 
during the period to his creditors for purchases of stock (this 
amount being not related to actual purchases for the period) and 


his other allowable expenses. During the year 1936-37 this man 
earned his living through employment and of the money he so 
earned £249 was paid to his creditors for goods purchased in the 
course of his business to 30/6/36. His total income for the year 
ended 30/6/37 being £368. 

“Is this taxpayer entitled to deduct the £249 as an outgoing from 
his income of £368?” 


Answer: 

No. In the case of expenditure for which the taxpayer contracted 
a liability during an earlier accounting period than that in which 
it matured, it is not the practice to consider whether its effect upon 
the production of income of a still continuing undertaking has 
already been exhausted: The Herald & Weekly Times Ltd. v. 
F.C. of T. (1932), 48 C.L.R. 113. “No point is made of the 
fact that the publication took place in a former year and properly 
so. The continuity of the enterprise requires that the expenditure 
should be attributed to the year in which it was actually defrayed,” 
per Gavan Duffy, C.J., and Dixon, J., at p. 118. 

The foregoing interpretation of the Act does not assist the tax- 
payer where there has been a complete cessation of the income 
producing operations out of which the necessity to make the out- 
going arose. 

In Amalgamated Zinc (De Bavay’s) Ltd. v. F.C. of T. (1935), 
54 C.L.R. 295, the company carried on a mining business at 
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Broken Hill until 1924. Prior to that date the company became, 
and continues to be, liable to pay money annually to a fund estab- 
lished under the Workmen’s Compensation (Broken Hill) Act. 
Payments to that fund during 1931-32 and 1932-33 were held by the 
High Court not to be allowable deductions from property income 
derived by the company during those periods. “What is important 


is the entire lack of connection between the assessable income and § 


the expenditure. None of the assessable income arose out of the 
business in the course of which the taxpayer became liable to the 
charge. The sources from which the assessable income did arise 
included no operations in the course of which the payment was 
made. It was a payment independent of the production of the 
income, not an expenditure incurred in the course of its produc- 
tion,” per Dixon, J., at p. 310. 

In the present case, there is an entire lack of connection between 
the earnings through employment and the payments relating to the 
discontinued business. 


Principles of Accounting 
By A. A. FitzGERALD 


In the Editorial, under the title “Principles of Accounting,” in 
the February issue of the journal, reference was made to the 
Tentative Statement of Accounting Principles Underlying Cor- 
porate Financial Statements published by the Executive Committee 
of the American Accounting Association in the June, 1936, issue 
of The Accounting Review. 

Another important publication on a similar subject, though of 
wider scope, has just reached Australia. This is the report, by 
Professors T. H. Sanders (Harvard), H. R. Hatfield (University 
of California) and Underhill Moore (School of Law, Yale Univer- 
sity), made at the invitation of the Haskins and Sells Foundation 
on the subject of accounting principles. The executive committee 
of the American Institute of Accountants, believing “the report 
contained in this booklet to be a highly valuable contribution to 
the discussion of accounting principles,” has authorised its publi- 
cation, under the title, 4 Statement of Accounting Principles, for 
distribution to all members of the Institute and others interested 
in accounting. Australian students of American accounting texts 
will share the belief of the Executive Committee of the Institute 
that “the standing of the three authors who collaborated in the 
work will assure a wide and respectful hearing.” Copies may be 
obtained from the American Institute of Accountants, 135 Cedar 
Street, New York, at 75 cents a copy. 

The publication of the Report, following on the discussions by 
members of the American Accounting Association, suggests a 
growing disposition on the part of the accountancy profession in 
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America to explore the possibilities of developing a body of prin- 
ciples which might become accepted as standard practice. The 
direction of thought along this line has doubtless been accelerated 
in recent years by the activities, publications and pronouncements 
of such bodies as the Securities and Exchange Commission, the 
Internal Revenue Bureau and the New York Stock Exchange, as 
well as the Accountancy Institutes. Yet in spite of the efforts of 
these bodies, the Haskins and Sells Foundation, in its letter of 
invitation to the three authors of the report, expressed the view 
that “Accounting practices are based, in a large measure, upon the 
ethics and opinions of reputable accountants, and to some extent 
upon the accounting provisions of the various laws, but wide varia- 
tions of opinion often exist among equally reputable practitioners. 
There is no unified body of opinion, nor is there any official tribunal 
for the final determination of technical differences of opinion.” 
The same might be said, of course, of the conditions in Great 
Britain or Australia. 

Indeed, there will be many who will doubt the desirability of 
attempting to develop uniform principles of accounting. The 
traditional English attitude towards such proposals would seem to 
be that accounting, in its highest reaches at all events, is very 
largely concerned with matters in which legitimate differences of 
opinion are inescapable, and that it is better that such matters 
should be left to the judgment of individual practitioners than that 
an attempt should be made to replace judgment by set routine. 

The difference in outlook between what might fairly be called 
the traditional English attitude and the American approach is well 
illustrated in the realm of auditing by the issue by the American 
Institute of Accountants of its bulletin, Examination of Financial 
Statements by Independent Public Accountants, and by the publi- 
cation by the American Institute Publishing Co. Ltd. in recent 
years of several works devoted to auditing procedures. 

No one doubts, of course, the skill of the British accountant and 
the high plane to which accountancy practitioners and writers in 
Great Britain have raised financial accounting, by the exercise of 
skill and judgment of a high order. No one who is thoroughly 
conversant with the nature of accountancy work believes that it will 
ever be possible to dispense with the critical faculty and to compress 
the accumulated experience of practitioners to set rules. The 
question is one of degree, and, as it seems to me, the development 
of accounting principles is not necessarily inconsistent in any way 
with a full recognition of the need for discernment and discrimina- 
tion in the application of those principles to practical problems. 

It is necessary to distinguish between principles and conventions. 
A principle may be defined as a fundamental truth used as a basis 
of reasoning : a convention is merely a generally accepted practice, 
which may or may not be based upon reasoned analysis. Some of 
the generally accepted practices of accountants are pure conven- 
tions, others have their roots firmly fixed in principle. Is it not 
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desirable that, in the daily practice of our vocation, we should 
clearly understand whether our actions and decisions are based 
upon principle or upon mere convention, departure from which 
may be justifiable, or even desirable, in specific circumstances? 
How, in present circumstances, is an individual accountant to be 
guided in making this decision otherwise than by his own personal 
prejudices and predilections? Would it not be preferable that 
there should be available to everyone an established body of prin- 
ciples acceptable to, and approved by, the profession generally and 
its organised institutions? 

Reference was made in an Editorial in the October, 1937, issue 
of this journal, to the use by an auditor in Victoria of a form of 
audit report similar to the form which, by arrangement between j 
the American Institute of Accountants and the New York Stock 
Exchange, has come into common use in America. It will be 
remembered that the form in question refers to the accounts 
reported upon as having been drawn up in accordance with accepted 
principles of accounting maintained by the company during the 
year under review. Such a report presupposes, of course, that there 
is such a body of accepted principles. Whether it can truly be said 
in Australia that this is so is very much open to question. Anyone 
may test the question for himself by submitting a short series of 
questions on accounting principles to half a dozen different prac- 
titioners. I venture to think that the result would be to disclose a 
surprising absence of unanimity. 

But it is not merely because the development of principles would 
remove some of the uncertainties with which accountants are now 
faced that it is desirable to explore the possibilities of laying down 
generally acceptable propositions. Companies Acts, Articles of 
Association and Partnership Deeds could be freed from some of 
the obscurities and ambiguities by which their accounts provisions 
are now marred if there were some means by which draftsmen and 
lawyers might be able to satisfy themselves as to generally accepted 
accounting principles. 

Consider, for example, that provision of the Victorian Companies 
Act (Sec. 115 (4)) by which 

“No balance sheet summary advertisement statement of assets 
and J*xbilities or other document whatsoever published issued or 
circulated by or on behalf of a company shall contain any direct 
or indirect representation that the company has any reserve fund 
unless— 

(a) such reserve fund is actually existing ; and 

(b) the said representation is accompanied by a statement 

showing whether or not such reserve fund is used in the 
business, and if any portion thereof is otherwise invested 
showing the manner in which and the securities upon 
which the same is invested.” 

Whether you will or will not consider that a reserve fund can 
be used in the business (and consequently whether you believe 
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the statutory provision to be meaningless or not) will probably 
depend upon whether you were brought up on Dicksee or Spicer 
& Pegler. There is no way in which you—or the Parliamentary 
draftsmen—can decide which of the alternative interpretations of 
the meaning of reserve fund is the more “generally accepted.” 

Again, during the discussions in 1936 on the proposed amend- 
ments to Victorian Company legislation, a clear indication of the 
lack of agreement amongst Australian accountants on a vital 
accounting problem was provided by the discussions as to whether 
or not holding companies should be required to publish consolidated 
statements, and if so, as to the principles governing the preparation 
of such statements. 

Here are two of the questions which might be submitted to the 
selected panel of practitioners in order to decide whether there 
exists a need for clarification of the principles upon which our daily 
work is based. 

In other directions, also, the need for a code of principles is 
urgent. In the words of the Haskins and Sells Foundation, “the 
profession of accountancy owes to business, the investor, the credit 
grantor, the educational institution, and to itself the duty to accept 
the task of formulating such a code of principles, as the legal 
profession has concerned itself, from time to time, with the clari- 
fication and simplification of the civil and criminal laws of the 


} country.” 


The task of formulating such a code is, of course, beset with 
pitfalls. It would be necessary to avoid the temptation to multiply 
the number of principles, to elevate conventions of convenience to 
the status of principles, and to overlook those numerous instances 
in which differences of treatment according to differences of cir- 
cumstances are unavoidable and even desirable. The authors of this 
Report have shown themselves to be fully alive to these dangers, 
and in particular to the fact that within certain limits there are 
differences in treatment which (adopting a phrase used by the 
Securities and Exchange Commission) “differences of opinion 


| might condone.” 


For the most part, the statement is applicable to Australian con- 
ditions equally as well as to American conditions, though the 
section dealing with “Capital Surplus” is mainly concerned with 
problems which do not arise in Australia owing to the difference 
in company law provisions as to the issue of shares at a discount 
and the dealing in its own shares by a company. 

Certain differences in terminology and certain features of the 
characteristic approach of American accountants to the classifica- 
tion of balance sheet items may, however, trouble the Australian 
reader who has not previously studied American texts. In the hope 
of assisting readers of this journal—and particularly students— 
to study the statement, the following explanations are offered: 
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Classification of Balance-Sheet Items 


(a) American text-books on accounting commonly approach 
the subject from the angle of the balance sheet equation, 
the simple form of which is 
Assets = Liabilities + Net Worth (or Proprietorship). 
The net worth consists of the Capital Stock plus Surplus, 
Surplus being the “amount by which the total amount of 
the equity of the stockholders of the corporation exceeds 
the amount of the legal (paid-up) capital.” 

(b) Surplus is commonly divided into 

(i) Earned Surplus and 

(ii) Surplus other than Earned Surplus—sometimes 

called “Capital” Surplus. 

Unearned Surplus arises from the issue of Capital Stock 
at a premium and from certain other practices in corpora- 
tion finance which have no counterpart in Australian com- 
pany finance. Earned Surplus corresponds to the accumu- 
lated profit of an Australian company, which is, of course, 
the sum of the credit balance in Profit and Loss Appro- 
priation Account and in the “General” Reserve Accounts. 
Earned Surplus may be subdivided into: 

(1) Appropriated Surplus and 

(ii) Unappropriated or Free Surplus. 

Surplus is Appropriated when it has been earmarked for 
some special purpose (such as, for example, the purchase 
of additional equipment). It should, of course, be care- 
fully noted that so-called “Reserves” for Depreciation, 
Taxation, Doubtful Debts, Accrued Liabilities and the 
like are not part of Surplus but are either deductions 
from assets or current liabilities. 

(c) The arrangement of assets and liabilities in homogeneous 
groups—which is regarded as good practice in Australia, 
but which is by no means universally used here—is cus- 
tomary in America. 

The principal balance sheet groups are: 
Assets— 

Fixed—comprising Property and Plant, Intangible 
Assets (usually shown separately) and Investments 
held for control purposes. 

Current—comprising Cash, Marketable Securities, 
Notes (i.e., in Australian terminology, Bills) and 
Accounts Receivable, and Inventories (i.e., in Aus 
tralian terminology, Stocks and Stores). 

Deferred Charges and Prepaid Expenses. 

Liabilities— 

Long Term Debt (e.g., Floating Charge Debentures). 

Current—subdivided into trade obligations, bank bor- 
rowings, accrued expenses, borrowings from officers, 
and other obligations. 
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2. Differences in Terminology 


Some minor differences in terminology have already been 
noticed. Another notable difference is the use of the term 
“Income,” which is defined as “the owner’s share of the incre- 
ment in wealth arising from the use of capital wealth, and from 
services rendered,” in the sense in which we would use the 
term “Net Profit.” “Depreciation” of wasting assets is gene- 
rally called “depletion.” 


So far as the “Income Statement” (Profit and Loss Account) 
is concerned, good American practice gives careful attention to 
classification. The distinction between the operating and the non- 
operating sections is regarded as fundamental. The operating 
sections “must include the operation of the main function of the 
| enterprise. It need not include incidental operations” (such as 
interest or dividends earned on investments in unrelated indus- 
tries). “It must exclude the interest cost on borrowed funds.” 
| And—characteristic of the American desire for accounts which 
shall be useful for analytical and comparative purposes—‘“items of 
} income and expense should not be treated in the income statement 
| insuch manner as to make it impossible or difficult to ascertain the 
net operating income.” 

With these differences in mind, Australian readers should have 
no difficulty in applying the suggested principles to Australian 
conditions, and there is no reason why the booklet should not be 
extensively used here by both students preparing for examinations 
and by those who have passed that stage. The student should find 
| it invaluable as a guide to the study of fundamental accounting 
concepts; the practitioner should find it useful in giving greater 
certainty and refinement to his knowledge of the principles to which 
he is endeavouring day by day to give practical application. 

Is it too much to hope that the statement will be widely read in 
Australia, and that it will give rise to discussions as to the applica- 
tion of the principles generally to Australian conditions and as 
to the acceptability or otherwise of the author’s propositions on 
controversial points? 

With the object of arousing the interest of readers of this journal 
in the subject of accounting principles, I should like to submit 
brief comments on some of the points which, amongst many, have 
particularly aroused my interest in reading the statement. 

In the first place, I am struck by the concept of the functions of 
accountancy adopted by the authors. On page 4, they say: 


“Summarising, it may be said that the functions of accounting 
are : 


1. Making a historical record, properly classified, of all the 
transactions of a business enterprise; 

2. Making from time to time the calculations and estimates 
necessary to a determination of the financial condition of 
the business and its income; 


? 
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3. From these historical records, calculations, and estimates. 
preparing from time to time statements showing all the more 
important aspects of the capital and income of the busines; 
and of the legal equities in them, satisfying thereby the need 
for information of all the parties in interest, especially of: 

(a) the management of the business, 

(b) outside groups, such as investors and creditors, 

(c) government, in such matters as taxation and regula. 
tion.” 

Elsewhere (for example, in discussing the General Principles of 
Income Determination, on page 26) they make it clear that they 
regard the accountant as concerned primarily with a “plain showing 
of the facts,” and that “when the facts as such have been clearly 
stated to the intelligent reader, interpretation should be left to 
him.” 

As a statement of the functions of the independent accountant 
or external auditor, this appears to me to be much more nearly 
adequate than it is as a summary of the functions of the internal 
accountant. Emphasis on the historical nature of accounting records 
and statements seems to neglect the growing importance of cost 
accounting and budgetary control, and the considerable degree of 
skill in interpretation which these lately developed branches of 
accounting involve. 

Accountants, as such, have of course nothing to do with the 
exercise of judgment as to the future prospects of a business, which 
is one of the characteristic functions of the judicious manager or 
investor, but there are surely many occasions on which both 
internal and external accountants are called upon, by specific 
instructions, or as a matter of extra-legal responsibility, to do 
considerable work of an interpretative character in connection 
with accounts. 

Another matter of particular interest is the discussion of the 
vexed problem of “Secret” Reserves. The authors very properly 
discriminate carefully between the need for conservatism in account: 
ing statements and the concealment of profits intentionally or by § 
careless or illogical classification. After an interesting considera 
tion of specific examples of the proper application of the principle 
of conservatism, they state the conclusion that : 

“Proper reserves for all purposes should be insisted upon; 
they are to be regarded as sound accounting and a source of 
financial strength to the company. To this extent conservatism 
is to be commended. But to arrive at profits on the books by 
recognised methods and then to conceal part of them in the 
published report, is a practice which cannot be approved.” 

One is reminded of the aphorism of Mr. E. C. Dyason, in an 
address some years ago to the Commonwealth Accountants’ Stv- 
dents’ Society that most people applaud the suggestion of caution 
implied in the term “Reserve,” but many attribute the whole merit 
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to the secrecy, ignoring the fact that Reserves may be created 
without secrecy. 

A general principle of the utmost importance in its implications 
both as to valuation problems and the form and terminology of 
published accounts is that “the basis of the treatment applied to 
the several items should be adhered to consistently from period 
to period; when any change of treatment becomes necessary, due 
attention should be drawn to the change.”’ Only by following this 
principle can the comparison value of accounting statements be 
preserved, and, whether interpretation is to be carried out by the 
accountant or by his clients, it must generally be based upon 
analytical comparisons between statements prepared in respect of 
successive accounting periods. 

As to the vital question of depreciation, several possible grounds 
of controversy still survive, in spite of the attention that deprecia- 
tion problems have received from generations of accountants and 
accountancy writers. The authors accept the view—steadily coming 
into wide acceptation—that the main purpose of the accounting 
provision for depreciation is to allocate to the period a proper 
amount of operating expense, that “the uncertainty of any estimate 
of replacement cost makes it a less desirable base for computing 
depreciation than the known, original cost, and that the “allocation 
of the total depreciation to the several fiscal periods should not be 
capricious.” This, of course, leaves open to individual preference, 
in the light of circumstances, the selection of the most suitable of 
the several available methods of allocation. 

Several possibilities exist as to the manner in which depreciation 
should be treated in the income statement and the balance sheet. 
In the income statement the important consideration is that the 
amount provided should be clearly shown, though the precise place 
at which it appears cannot and need not be subject to any rigid 
tule. 

So far as the balance sheet is concerned, the best practice is to 
show the depreciation provision as a direct deduction from the 
Fixed Assets. Analysis of 500 balance sheets for four years show 
a large and increasing preponderance of cases in which this practice 
is followed. 

The unfortunate persistence of the use of the term “Reserve” 
to describe a variety of things is one of the most unsatisfactory 
defects of accounting terminology. It is too much to hope that 
any approach to uniformity in giving greater certainty to the 
technical meaning of this term will yet have been achieved. The 
authors are perforce obliged to content themselves with an analysis 
of the distinct meanings of the term. The use of other titles for 
such accounts as “Reserve for Depreciation” would enable the 
term “Reserve” to be used only to describe appropriations or ear- 
marking of surplus. The authors think that there is much to be 
said for the term “Allowance for Depreciation,” but “common 
practice has adhered to the older name.” 
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In view of the opinion expressed by the Committee on Account. 
ing Terminology of the American Institute that “the expression 
‘Reserve for Depreciation’ is so generally used and understood by 
bankers, the business world and accountants that its use should be 
continued,” it is obviously not possible to say that the term “Re. 
serve” should not be so used, at any rate in America. But it isa 
matter for regret that adherence to custom is thus operating asa 
hindrance to the removai of a potent cause of confusion in account- 
ing statements. 

I hope these few comments will have awakened the interest of 
readers in a publication of the utmost importance. I shall be glad 
if they result in a discussion by Australian accountants in the 
columns of The Australian Accountant of the “Statement of 
Accounting Principles.” Both because of the intrinsic significance 
of the subject and because of the skill with which it has been 
handled by Professors Sanders, Hatfield and Moore, it deserves 
the closest consideration. 


Articles in Overseas Journals 
The Accountant 


January 1, 1938 : This issue contains the first of a series of articles 
by E. J. Broster entitled “A Practical Framework of Cost, & 
Demand and Net Revenue Analysis,” and an editorial intro- 


duction to the series. Readers who have followed recent dis- 
cussions in our correspondence columns on the question of 
“Overhead and Oncost” will be particularly interested in Mr. 
Broster’s presentation of the problems of cost classification. 
The nature and purpose of his analysis is indicated by the 
following quotation from the editorial introduction: “The 
important point to which accountants’ attention should bk 
directed is not the variability of unit cost but changes in 
aggregate cost and, happily, the measurement of the latter 
is far more easily made by a mathematical diagram than the 
measurement of the former. Where policy consciously directs 
an expansion or, for that matter, a contraction, of output, the 
burning question is not the effect of policy on the average cost 
of all the units produced in a period but what extra costs will 
be incurred (or saved) by the additional (or subtractive) 
activity undertaken.” The issues of January 8, 15 and 22 
contain further articles in the series and comments thereon. 
Economic Conditions in Germany, a series of seven recent 
articles by Mr. Norman Crump in the Financial Times. 


January 8, 1938: Leading article on Bankruptcy and the Re 
straint upon Anticipation, commenting on the recent case of 
In re Lady Mary Bowden; Trustee in Bankruptcy v. the 
Bankrupt and Another (reported in the same issue): New 
Features in Mechanical Equipment for Accounting Offices. 
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January 15, 1938: Leading article on Comparative Figures on 
Balance Sheets, dealing with the desirability and legality of 
comparative figures in published accounts: Public Works and 
Unemployment, by Prof. J. H. Jones: Forecasting in Busin- 
ness, a lecture by Bertram Nelson, in which the technique and 
difficulties of forecasting are discussed in an unusually definite 
manner. 

January 22, 1938: As a supplement to this issue, The Economic 
Bulletin, a quarterly review of industry and trade, under the 
general editorship of Prof. J. H. Jones, makes its appearance. 
Articles in the supplement include discussions on Economic 
Change, Industrial Fluctuations, Industrial Progress, 1920-32, 
Recovery in the Democratic Countries, and Germany. 
Leading article on Apportionment on Death of Tenant-for- 
Life, comments on the case Re Winterstoke’s Will Trusts; 
Gunn v. Richardson (reported in 1937 Accountant Law Re- 
ports, at p. 162), in which the learned Judge said: “When the 
question has been raised, and when there is no difficulty in 
ascertaining the figure which would be payable to the executors 
of the tenant-for-life, it would be perfectly proper for the 
trustees to deal with the matter in the way I have indicated, 
that is to say, by accounting to the executors of the tenant- 
for-life for the apportioned dividend”: Will Your Costing 
System Stand Up to the Test of Rising Prices?, two papers 
(by F. W. H. Saunders and Frank Leadbetter) submitted at 
the Sixteenth National Cost Conference in London in October, 


1937. 


The Journal of Accountancy 


January, 1938: The Valuation of Inventory, a report to the 
Council of the American Institute of Accountants by a special 
committee on inventories : Accountancy and Regulatory Bodies 
in the United States, by Andrew Stewart. 


The Canadian Chartered Accountant 


January, 1938: Accounting System for a Subscription Book 
Company, by Merrick B. Davidson: Audit of Brokerage 
Houses, a system designed to reduce routine, by Kendall Eddis 
Greenwood: Analysis of Financial Statements, by Prof. Philip 
H. Hensel. 


The Incorporated Accountants’ Journal 


January, 1938: Revocation of a Will: Unsuccessful Claim for 
Fraudulent Preference, the material portion of the judgment 
in the case of Re M. Conley (trading as Caplan and Conley) 
ex parte The Trustee v. Barclays Bank Limited and Others, 
relating to the deposit of securities with a bank to secure an 
overdraft. 
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Share Brokers and Their Clients 
By D. CLAUDE ROBERTSON, B.COM., A.I.C.A., Barrister-at-Law 


The decision of the Court of Bankruptcy in a series of applica 
tions made by the trustee in the bankrupt estates of the partners 
in Ward & Co., a firm of stock and share brokers, and the Stock 
and Share Brokers Act 1937, passed by the Victorian Legislature 
and assented to on December 13, 1937, are of particular interest 
to the whole community. The former shows to what extent and in 
what circumstances the application of equitable principles may 
protect the clients, or customers, of share brokers; the latter is an § 
endeavour by means of the compulsory keeping of books accounts 
and records of members of the Stock Exchanges of Melbourne, 
Ballarat and Bendigo; the audit of such books accounts records and 
of securities held by such members by a practising public accountant 
approved for the purpose by the committee of such Exchanges and 
the payment of moneys into trust accounts in banks in Victoria to 
protect clients or customers of share brokers in the future. 


FoLLow1nG SECURITIES 

An order of sequestration had been made against the individual 
members of the firm of Ward & Co. on their own petition, and at 
the first meeting of creditors a trustee was appointed. He found 
himself in possession of a large number of share certificates in 
mining, industrial and other companies and he sought the direc- 
tion of the Court of Bankruptcy as to the disposal of the shares. 
The question was whether he could retain any of such shares as 
part of the bankrupts’ estate or whether the individual claimants 
or any and which of them were entitled at law to have such shares 
or any of them handed over by the trustee. 

The stock and share brokers in question had kept the following 
books of account and other records of their business transactions: 
Day Book, Scrip Journal, Scrip Register, Cash Book, Journal and 
Clients’ Ledger. The whole of each day’s transactions were recorded, 
both sales and purchases. From these records, the history of 
each transaction was apparent, with certain explanations which 
were given to the Court of Bankruptcy, either upon affidavit or 
oral evidence. Clients had left shares with the firm, either for 
safe keeping or, in other instances, upon instructions to sell, and 
the shares were not sold. Some of such shares had been retained 
by the firm and were identifiable; others had not been retained, 
nor were they in any way identifiable in their original form. Other 
shares on hand had been received by the sharebroking firm in con- 
sequence of instructions received from their clients to buy, and the 
shares, having been bought, were specifically allotted to the par- 
ticular clients. Other shares so purchased and allotted had been 
delivered to other clients who had given similar instructions to 
buy shares in the same company, and there remained in the bank- 
rupts’ hands at the time of the order for sequestration a larger, 
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the same, or a lesser number of, shares than were, in fact, claimed 
against the trustee in bankruptcy by the customers, but such shares 
were not otherwise identifiable. 

Section 91 of the Bankruptcy Act 1924-1933 provides that: 

“The property of the bankrupt divisible amongst his creditors, and in 
this Act referred to as ‘the property of the bankrupt’ shall not include—(a) 
property held by the bankrupt on trust for any other; person; . 

“But, subject to this Act, it shall include— 

(i) all property which belongs to or is vested in the bankrupt at the 
commencement of bankruptcy, or is acquired by or devolved on 
him before his discharge.” 

The question for the determination of the Court of Bankruptcy 
was whether the shares in question were held by the bankrupts 
on trust for their clients or customers or whether in all the circum- 
stances the property in such shares belonged to or was vested in 
the bankrupts at the commencement of their bankruptcy or upon 
that event was acquired by or devolved on them. 

Lukin J. held that, in the circumstances, the relationship between 
the bankrupts and the clients was that of principal and agent or 
bailor and bailee and not of creditor and debtor. He held that the 
shares or the moneys of the clients had been given for a special and 
limited purpose and the brokers held such moneys or shares or 
the proceeds of such shares in a fiduciary capacity in such a manner 
as to have the effect of creating trusts in relation to such shares 
or their proceeds which could be enforced in equity. He found 
that the firm’s records and the nature of the trust property involved, 
namely, specified share certificates in specific companies, bearing 
serial numbers, allowed such trust property to be traced either in 
their original or converted form. On receipt of the scrip, it would 
be recorded in the scrip register. 

Hanbury, in Modern Equity, 2nd Edn., p. 63, points out that 
some proprietary interest must be shown before a tracing order 
will be made in equity. If the relationship of debtor and creditor 
alone exists between a principal and his agent, the principal can- 
not, like a cestui que trust, follow his money into the hands of 
other persons, but is relegated to an action for money had and 
received against his agent. That learned author emphasises the 
distinction by saying, “I own” is a phrase poles apart from “I am 
owed.” Jessel, M.R., in In re Hallett’s Estate, Knatchbull v. 
Hallett (1879) 13 Ch.D. 696, at p. 709, said that for the purpose 
of the application of the principle there is no distinction between 
an express trustee, or an agent, or a bailee, or a collector of rents, 
or anybody else in a fiduciary position. He said that such a distinc- 
tion could have no foundation in principle, because, wherever the 
legal ownership might be, the beneficial ownership would be the 
same; in other words, once a fiduciary relationship is established, 
equity will allow the trust money or property to be followed. A 
trustee cannot divest himself of his trust by disposing of trust 
property and reinvesting it. He would still be liable to his cestui que 


c 
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trust as a trustee in respect of the trust property in its converted 
form. Lord Cottenham, in Murray v. Pinkett (1846) 12 Clerk & 
Finnelly 764, at p. 784, said in reference to certain shares held in 
trust: “He may have changed it from time to time, but as he js 
found, at the time of his bankruptcy, to be in possession of certain 
shares which he was bound to have as trustee for this family, of 
those shares beyond all doubt, he must be considered as agains 
every person as a trustee.” Lord Ellenborough, in Taylor », 
Plummer (1815) 3 Maule & Selwyn 562, said (at p. 574) that “an 
abuse of trust can confer no rights on the party abusing it, nor 
on those who claim in privity with him. ... It makes no difference 
in reason or law into what other form, different from the original, 
the change may have been made, whether it be into that of promis. 
sory notes for the security of the money which was produced by 
the sale of the goods of the principal, or into other merchandise, for 
the product of or substitute for the original thing still follows the 
nature of the thing itself, as long as it can be ascertained to bh 
such, and the right only ceases when the means of ascertaining fail, 
which is the case when the subject is turned into money and con- 
founded in a general mass of the same description. The difficulty 
which arises in such a case is a difficulty of fact and not of law.” 
Lord Dunedin, in Sinclair v. Brougham (1914) Appeal Cases 398, 
436, says that “If the proceeds of property can be shown to be what 
I have called a superfluity in the person of the recipient, then it 
(equity) will hold that that property is traced just as surely asi 
it was still in the original form,” and in the absence of any direct 
evidence, where there are several claimants to the balance in the 
hands of a trustee who has committed a breach of trust, the only 
equitable means is to let each claimant bear the shrinkage propor- 
tionately to the amounts of their respective claims. Lord Parker, 
of Waddington, in the same case, p. 442, says that each such 
claimant would have an equal equity and be entitled to a charge 
on the property to the extent of his own money, or the proceeds of 
his trust property; “neither can claim priority over the other.” 
Their charges must rank pari passu according to the amounts 
respectively to which they are each entitled. The trustee, by his 
own misconduct, precludes himself from asserting any interest in 
property purchased in breach of trust until he refunds the amount 
so used by him. 

The beneficial owner is entitled to seize the trust property in 
its new shape. The only difficulty that he may not be able to over- 
come is proof of the identity of the original trust property or money 
which may be followed into land or any other property in which tt 
may have been invested. 

Lukin J. formulated the following propositions as having been 
established by the authorities: 

1. Shares deposited with the bankrupts for safe keeping were 
held by them in trust. 

2. Shares deposited with the bankrupts for the purpose of sale 
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but not sold can be claimed by the clients, if retained and identified. 

3. Shares able to be traced and identified in a converted and 
changed form or condition can be claimed. 

4, Shares bought on a client’s instructions paid for and specifi- 
cally allotted to him or held by the bankrupts do not become the 
bankrupt’s property, unless he makes good the deficiency. 

Lukin J. made declarations in accordance with these equitable 
principles and to this extent the bankrupts’ clients obtained the 
relief to which they were entitled in law and equity. 


STATUTORY PROTECTION 
The Stock and Share Brokers Act 1937, which came into opera- 
tion on the first day of February, 1938, dealt with: 
I. Trust Accounts. 
II. Audit of brokers’ books and accounts. 
III. Books, accounts and records to be kept by brokers. 
IV. Independent audit at instigation of Attorney-General. 
V. Penalties. 


I. Trust Accounts 

“Broker” is defined as a stock and share broker who is a member 
of the Stock Exchange of Melbourne, the Ballarat Stock Exchange 
and the Bendigo Stock Exchange, or other associations declared 
to be Exchanges within the meaning of the Act, and who either 
on his own account or in partnership with any other person engages 
in stock and share broking. 

Section 3 provides that every broker (as defined) shall pay 

into a trust account (whether general or particular) kept in some 
bank in Victoria the amount of all moneys received by him (i) for 
the purpose of the purchase, or (ii) from the sale, of debentures, 
funds, stock, shares or bonds of any government or of any munici- 
pal or other corporation, company or society, or any right in respect 
of shares in any company. Any such moneys must be paid into 
the trust account not later than the third day after they are received 
by the broker on which the bank at which the trust account is kept 
is open for business and must be retained therein until paid to the 
person entitled thereto or as he directs, or otherwise according to 
law, or withdrawn by the broker in order to reimburse himself for 
moneys expended for or on account of such person. The section 
does not take away or affect any lawful claim or lien which the 
broker may have against his client or upon any of such moneys. 
_ Section 4 relieves banks from liability or obligation to make any 
inquiry in respect of moneys paid or credited to any such trust 
account, but such banks have no recourse or right, whether by 
way of set-off, counter-claim, charge or otherwise, against moneys 
standing to the credit of that account. 


II. Audit 
Section 5 provides that the committee of each Exchange may at 
any time, but at least once in every calendar year, require its mem- 
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bers who engage in stock and share broking to furnish a certificate 
and a report with respect to the books accounts and records kept 
and securities held by the broker, such certificate to be given bya 
practising public accountant approved for the purpose by the 
committee. 

The auditor must furnish information with respect to the 
following matters: (a) the balance date of the accounts of the 
broker; (b) whether the prescribed books, accounts and records 
have been regularly and properly kept; (c) whether all securities 
held for safe custody have been examined by the auditor, or (d) 
pledged in any way; (e) (where clients have been financed by the 
broker) whether the market value of the securities held covers the 
amount held of each advance; (f) whether all securities lodged by 
clients for sale and securities purchased by clients and paid for 
by them are unencumbered; (g) whether the market value of the 
broker’s assets (excluding the value of his Stock Exchange seat) 
exceeds his commitments at the balance date; (h) whether such 
assets are readily realisable; (i) whether private assets are in- 
cluded; (j) contingent liabilities, if any, and the amount thereof; 
(k) other matters or circumstances affecting (in the auditor's 
opinion) the broker’s financial position; and (1) whether all neces- 
sary information has been made available to enable the auditor to 
furnish the certificate and report. 

These requirements give legislative force to the provisions oj 
Regulation 33 of the Melbourne Stock Exchange. 

Section 7 provides that if the committee of the Exchange is not 
satisfied from any such certificate and report that the financial 
position of a broker is such as to enable him to meet all his com- 
mitments or that he has complied with the requirements of the Act, 
it shall and, for any other reason, may forward such certificate 
and report to the Attorney-General. Statements in an auditor's 
certificate and report or committee’s report to the Attorney- 
General are privileged if made bona fide and without malice. The 
committee is not precluded from requiring further information to 
be furnished in audit certificates and reports. 


III. Books, Accounts, etc. 

Section 6 provides that every broker shall keep books, accounts 
and records for the purpose of recording his transactions in 2 
formal manner which will enable an auditor to furnish a certificate 
and report as aforesaid and (without affecting the generality of 
this requirement) the following books, accounts and records must 
be kept: 

(a) A Bought and Sold Book in which shall be recorded the 
name of the buyer and seller respectively in every transac- 
tion of the broker; 

(b) A Receipt Book containing acknowledgments of receipts 
of securities from clients for sale or for safe custody; 
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(c) A Cash Book in which shall be entered every amount paid 
or received ; 
(d) A Journal ; 7 
(e) A Scrip Register in which shall be recorded all securities 
received by the broker and all disposals of the same; 
(f) A Ledger or Ledgers showing all transactions— 
(i) with clients; 
(ii) with brokers; and 
(iii) in respect of nominal or private accounts. 
This section adopts the requirements of Regulation 32 of the 
Melbourne Stock Exchange. 


IV. Independent Audits 


Section 8 provides that the Attorney-General may (a) upon 
receiving a report from the committee of an Exchange that any 
broker has failed to furnish a certificate of audit and report as 
required by Section 5 or (b) upon receiving a certificate and 
report of an auditor (with or without a further report by the com- 
mittee) appoint in writing a competent independent auditor to 
examine, audit and report upon the books, accounts and records 
of and securities held by the broker, either generally or in relation 
to any particular matter, but only if the Attorney-General be satis- 
fied that such a course is “expedient in the interests of the broker 
or his clients or the public generally.” 

Section 9 enables any person who alleges that any broker holds 
or has held any moneys or securities belonging to or received from 
or on account of such person and has failed to account to such 
person in respect thereof to apply to the Attorney-General for an 
independent audit. Such application must be verified by a statutory 
declaration of the applicant himself and the Attorney-General must 
consider the expediency of such an appointment of an independent 
auditor and be satisfied that “the applicant has good reason for and 
is not actuated by malicious motives in making the application.” 


V. Penalties 

The Act creates new offences and provides for penalties, and, 
by Section 11, the Attorney-General is empowered to institute 
prosecutions where it appears to him that a broker has been guilty 
of offences (whether under this Act or otherwise) in his capacity 
as a broker for which he is criminally liable. All servants and 
agents of the broker must give all assistance in connection with 
the prosecution which they are reasonably able to give. “Servant” 
includes former servants of the broker. “Agent” includes any 
banker of the broker and any person employed by the broker as 
accountant or auditor, whether or not such person is his servant 
and also any person who at any time has been or has acted as 
banker, accountant or auditor or otherwise as agent of the broker. 
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Accounts Current 
By O. R. MacDona_p, A.I.C.A. 


A type of problem frequently given in Intermediate examination 
papers is one in which is set out a series of transactions between 
two persons, and from this the candidate is required to prepare 
an “account current” to be rendered by one person to the other, 
Usually, the question does not carry a great number of marks as 
compared with other questions in the paper, the examiner no doubt 
feeling that he is giving a question on conventional lines, which 
should be well answered by the majority of the candidates. 

Recently, however, examiners have been astonished to find how 
poorly questions of this nature have been answered, sometimes § 
by students who have shown in their replies to other questions a § 
reasonably sound knowledge of bookkeeping principles. The § 
reason for this is hard to see, as there is nothing inherently difficut 
in the preparation of an account current. : 

An account current is ot actually a ledger account, nor, generally 
speaking, is it a copy of a ledger account. Nevertheless, if the 
student would consider it as the ledger account, in the books of J 
the sender, of the person to whom it is sent, into which some & 
additional particulars have been incorporated, he would avoid some 
of the more serious errors of principle. It is a statement in debit 
and credit form of the mutual transactions between two parties, 
generally based upon the items appearing in the relevant ledger § 
account, but with the addition of particulars showing how the net 
debit or credit for interest has been ascertained. Its purpose is to 
show to the person to whom it is rendered the amount owing to 
or by him at the date to which it was prepared. 

There are several methods of ascertaining the interest, and these 
may be classified as follow: 

1. On individual items—(a) Forward. Interest is reckoned § 

from the due date of each transaction to the end of the period 
of the account current. 3 
(b) Backward (Epoque). Interest is reckoned from the I 
beginning of the account current to the due date of each 
transaction. 
On the daily balance.—Interest is reckoned on the varying 
balance of the account current from the date of one transac- 
tion to the date of the next. 
The calculations of interest under each of the above may be per- 
formed by any one of the following: 
(1) By products. 
(2) By interest numbers. 
(3) Separately, on each individual item. 

Banks, and other financial institutions, calculate interest by the 
daily balance method, using products or interest numbers. The 
formula for ascertaining interest numbers is 
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Balance of account X Number of days 
100 


For example, if the balance of an overdrawn account stood at 
£1000 on January 15, and on January 21 a cheque on that account 
for £100 were drawn and presented to the bank, six days’ interest 
would be charged on £1000. The interest number would be 
1000 x 6 

100 
the interest numbers would be totalled and reduced to £ s. d. by 
the formula : 

Total of interest numbers X Rate of interest 
Number of days in year (365) 

In examination problems, however, interest is usually required 
to be calculated on each individual transaction from the due date 
of that transaction to the date up to which the account current is 
to be made. The first step is to ascertain the number of days (or 
months, if so allowed by the question, but unless months are 
specifically allowed by the examiner, all calculations should be by 
days) for which interest is to be charged or credited. If products 
are to be used, the interest is calculated by multiplying the amount 
of each transaction by the number of days. The products columns 
are then totalled, and interest is calculated on the balance by the 
formula : 





= 60. Whenever it is required to ascertain the interest, 





Balance of products « Rate of interest 
365 X 100 


The interest will be entered in the amounts column on the side 
on which there is the greater number of products. If the products 
on the debit side exceed those on the credit side, interest will be 
a debit, and vice versa. 

An account current of transactions between two parties may be 
rendered by either party, not necessarily the one to whom the 
balance is owing at the time the account is made up. It is important 
to remember, however, that the account current is based upon the 
account in the ledger of the sender. Therefore, if A.B. sends an 
account current to C.D., all charges to C.D. must appear on the 
debit side of the statement, and all charges by him on the credit 
side. This is a fundamental point that must be grasped by students. 
Too often examiners find that the candidate has reversed the debit 
and credit sides of the statement, with the result that, though the 
working may be correct in all other essentials, few marks are 
given for the answer. 

The point to realise is that any item that may be regarded as an 
advance to the person to whom the account is sent is a debit, and 
that all items that may be regarded as advances from that person 
are credits. 

Another point which must be borne in mind is the heading. An 
account current is headed with the names of both parties, the 
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party receiving the account being named first, and the party send- 
ing it last. Thus, if A.B. renders an account current to C.D., it 
would be headed “C.D. in account current with A.B.” It is unneces- 
sary to include in the heading particulars of the period covered by 
the account. 

When calculating days under the “forward” method, remember 
that the date of the transaction is excluded. Thus, if an item is 
dated June 29 and the balancing date is June 30, count one day, 
not two. But, should the account start with a balance, interest is 
calculated from the closing date of the previous term. For example, 
suppose that the account commences, “July 1, To Balance, £1000.” 
Interest must be reckoned from June 30; therefore, 31 days’ 
interest must be calculated for the month of July, not 30. 

Bills Receivable and Payable often appear in Accounts Current, 
and frequently cause trouble to students. The transactions are 
sometimes worded so as to test the candidate’s knowledge of the 
treatment of bills, therefore the items given must be carefully read 
A draft accepted by C.D. is a Bill Payable by him, and is a Bill 
Receivable to A.B. A bank draft received by A.B. is money paid 
to him by C.D., who has remitted the sum in this manner. 

The term of the bill will be given, e.g., two months after date 
or after sight. The due date from which interest is to be calculated 
is, therefore, two months later than the date of the bill or the date 
of acceptance (as the case may be) plus three days of grace. A 
bill dated January 3, due three months after date, would bear 
interest in the account from April 6. 

When a bill is renewed, the renewal is from the due date, not 
including days of grace. Thus, if a three months’ bill dated January 
3 is renewed for a further three months, the new bill will be dated 
April 3, not April 6, and it will be due for payment on July 6. 

The treatment of what is known as “red ink” interest is often 
puzzling to students. It is brought about by the due date of a 
transaction falling after the date to which the account current is 
made. 

If there are transactions in the period, the settlement dates of 
which are beyond the period, there must be an adjustment of 
interest. This is done by calculating the interest from the date 
to which the account is made to the due date of any such transaction 
and entering it in red ink in the interest column. It must then be 
entered in the interest column on the other side in black ink asa 
separate entry described as “Interest rebate (per contra),” or 
“Red ink interest (per contra).” When totalling the interest 
columns, interest entered in red is, of course, not included. As 
examination candidates are seldom provided with red ink, such 
entries must be clearly shown in some other way, such as under- 
lining or circling the amounts in the interest columns. The reason 
for making the primary entry in red ink is that “red-ink” interest 
must be entered on the side opposite to that on which the transac- 
tion appears. This is because it is really a rebate of interest. Thus, 
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if the transaction is a credit, the entry for interest will be a debit— 
the credit entry in red ink being inserted solely for the purpose 
of indicating that the actual entry is on the other side. 

Red-ink interest does not occur where the backward, or epoque, 
method is used. Under this method, interest is calculated from the 
opening date of the account to the due date of each transaction. 
Consequently, the charging of interest is always complete for the 
whole account. 

The following example is given as a practical illustration of the 
points that have been discussed in the foregoing pages. 


Example: Make out an account current to be rendered by A.B. 
to C.D. at June 30, 1937, interest to be taken into account at 5% 
per annum. Use the Forward method and calculate interest by 
means of products. 


Balance due from C.D. 

Sold goods to C.D. : 

Bought goods from CD. ve 
Accepted C.D.’s draft at 1 month for i 

Paid E.F. on account of C.D. ; 

Received Promissory Note from C.D. , due e July 31 
Bought goods from C.D. .. . 

Accepted C.D.’s draft at 1 month for. i oe 05 


C.D. in Account Current with A.B. 
Debit Side 


Date Particulars Amount Days Products 
1937 


Jan. 1 To Balance (Dec. 31) .. .. £50 181 9,050 


s Feb. 10 Goods .. .. “ee Cae 140 28,000 
; Mar. 10 ,, Bill due April 13... .. 300 78 23,400 


26 ., Cash EF. ies-cn en Sn 96 14,400 


| June 12. Bill due July15.... .. 250 15 3,750 


30... Red Ink Interest per 
NS Ole ba aw ee 3,100 
Interest on balance of 
products— 
14600 x 5 
365 & 100 
Balance c/d. .. 
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Credit Side 
Date Particulars Amount Days Products 
1937 
Feb. 26 By Goods .. .. .. .. «- «- 124 49,600 
Apr. 25, Bill due July 31 .. .. .. 31 3,100 
Jem WO, GOED nn on se oe oe ee 20 10,000 
30 ,, Red Ink Interest per 
ee 3,750 
» Balance of products .. . 14,600 & 
£1,000 77,950 & 
1937 
June 30 By Balance B/d......... £48 


Note: “Red Ink” products are shown in italics. 


Publications Received 


Building Society Bookkeeping. Eric G. Howes. MacDonald and 
Evans, London, November, 1937. Pp. 237 (including 19 pp. 
index). Published Price, 12/6. 


The author of this book is the Secretary of an English Benefit 
Building Society and as one would expect the treatment of the 
subject is notably practical. All aspects of this specialised type of 
bookkeeping are adequately treated, and well illustrated by spec- 
men forms and accounts, concisely and clearly set out. ; 

The fifteen chapters deal with Cash Books, the Slip System, 
Share and Deposit Ledgers, Mortgage Ledgers, Guarantees, Pool 
and Life Schemes, Insurances, Securities, Property Accounts and 
Reserves, Sundry Personal and Nominal Accounts, Management 
Expenses, Classification of Ledger and Control Accounts, Genera & 
Journal, Capital and Revenue, Trial Balance and Balance Sheets, & 
Income Tax (under the British system), Branch Accounts, 
Agencies, Internal Check and the application of Mechanical 
Accounting to building societies. 

The treatment of various possible ledger rulings for Share and 
Deposit Ledgers and Mortgage Ledgers and of methods of record- 
ing interest, fines and instalments paid is particularly interesting 
and thorough. The indexing has been well done and should greatly 
add to the reference value of the book. 
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Legal Decisions of Interest to Accountants 
By J. S. McINNEs, F.1.c.A. 


DEED oF ASSIGNMENT—DeEBtTs DuE to Two BRANCHES OF 
LimITEpD CompANY—AsSSENT BY ONE BrANCH—DISSENT 
BY OTHER BRANCH 
In Dunlop Rubber Co. Ltd. v. W. B. Haigh & Son (1936, 3 All 
E.R. 381) the Dunlop Rubber Co. Ltd., a company incorporated 
under the Companies Acts, and having branch houses at many 
large towns, had a branch at Liverpool and another at Birmingham, 
both of which branches had dealings with W. B. Haigh & Son, but 
each branch manager only had knowledge of the debt owing to 


B his particular branch, and both branches were run independently. 


The defendants, whilst in debt to both these branches, executed a 
deed of assignment in the usual form for the benefit of their 
creditors. The trustee under the deed duly informed both branches 
of the execution of the deed and sent them a form of assent to 


© the deed for signature. The cashier of the Liverpool branch, to 
§ which the defendants were indebted in the sum of £2/4/5, acting 
| within his authority so far as that branch was concerned, assented 
| tothe deed in the following terms: 


W. B. Haigh & Son 


To Mr. Charles H. Baker, 
Accountant and Auditor. 


We, the undersigned, agree to a deed of assignment executed by 


the abovenamed debtor for the benefit of the general body of the 


creditors, to Mr. Charles Henry Baker as trustee, and we agree 


» that the trustee be authorised to pay the costs of suing creditors 


and that the trustee be not required to find the security as required 


| by the Deeds of Arrangement Act 1914. 


Dated 24th day of August, 1936. 


| Amount of debt, £2/4/5. 
» Signature of Creditor: Per pro DuNLop Russer Co. Ltp., 


W. Jennincs (Cashier), 
Footwear Division, Walton, Liverpool. 


The deed of assignment contained the usual clause whereby the 


| creditors released the debtors from all debts, claims and demands 


of the creditors respectively against the debtors of whatsoever 


nature or kind the same might be. 


W. B. Haigh & Son were also indebted to the Birmingham 
Branch of the Dunlop Company for £59/2/8, and that branch, 
instead of assenting to the deed, replied that they had had an 
unfortunate experience in connection with such deeds and would 


| not assent thereto, and they at once commenced proceedings against 


the defendants for the amount of their claim. The defendants 
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admitted the debt, but contended that the Dunlop Company had 
assented to the deed of assignment and was bound by its terms 
including a release of all claims against the defendants, and it was 
therefore precluded from suing the defendants for this debt. 

Held by Mr. Justice Macnaghten (i) that the assent by the 
Liverpool branch of the Dunlop Company bound that Company 
in respect of all debts due to it, and (ii) that the rights of the 
Dunlop Company under the deed were not limited to the amount 
of the claim stated in the assent of the Liverpool branch, bu 
extended to all debts owing to the Company at the time of the 
execution of the deed. 

In the course of his judgment, his Lordship said that the assent 
which was given by the Liverpool branch was final and irrevocable 
and although in the assent the debt was stated to be only £2/4/5, 
it was an assent which covered the whole of the indebtedness of the 
defendants to the Dunlop Company whatever it might be. Th ™& 
fact that a creditor has understated his debt did not in the leas 
affect the authority or the effect of the assent, and the trustee mus I 
admit the creditor as a creditor for the full amount of his indebted- ff 
ness, whatever it might be. Assuming that the Liverpool branch 
had no express authority to deal with the affairs of the Birmingham 
branch, the question for decision was whether the assent given I 
by the Liverpool branch only applied to the debt due to the Liver 
pool branch, and that after that assent had been given by the 
Liverpool branch it was still open to the Birmingham branch to & 
refuse its assent, with the result that they could maintain this action I 
for the debt due to the Birmingham branch. His Lordship wa fj 


not satisfied that that was so. There was but one Dunlop Rubbe 


Company Limited, one single legal person in the eyes of the law 
and the assent that it gave when it gave it by a Liverpool agent 
or by a Birmingham agent, or by the whole board of directors § 
was a single assent. It was an assent not in respect of any par- 
ticular debt; it could not be an assent in respect of any par- 
ticular debt. If assent be given, as admittedly assent was given 
in respect of the Liverpool debt, that amounted to assent to th & 
deed which covered every debt; and after that assent had beer 
given it was not open to the Dunlop Company to sue in respect 0! 
any other debt which might be due to the Birmingham branch o 
to any other branch of the Company. Having authority to assert 
to the deed in respect of the debt due to the Liverpool branch, tha! 
assent when once given was necessarily an assent to the deed for 
all purposes and for all debts, and it was not possible for the 
Company, either the Birmingham branch or any other branch, ti 
express dissent. 

“The simple question in the case is: Did the Dunlop Rubber Com 
pany Ltd. assent to the deed? The answer, in my view, is: The 
did assent to it, and, having once assented to it, they were preclude 
from maintaining this action.” The action therefore failed, an( 
was dismissed with costs. 
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ConTRACT MApE IN ENGLAND TO BE PERFORMED IN NEW 
ZEALAND — PAYMENT IN “ PouNnps STERLING” — WHICH 
CURRENCY 
C. de Bueger was a tailor cutter and in 1932 was employed in 
London in that capacity. J. Ballantyne & Co. Ltd. was a New 
Zealand company, carrying on a retail business, including tailoring, 

in New Zealand. 

On August 2, 1932, the company, by its London agent, duly 
authorised in that behalf, entered into a contract in London with 
de Bueger to employ the latter in New Zealand as a tailor cutter. 
De Bueger agreed to proceed to Christchurch, New Zealand, at once, 
at the expense of the company, and was there to be employed by 
the company for a period of three years from the date of his 
arrival “at a remuneration of seven hundred pounds sterling a 
year.” 

De Bueger consistently claimed to be paid by the company the 
agreed salary of £700 per annum in such sums of New Zealand 
currency as should be the equivalent at the time of each payment 
of the same amount in sterling. The company paid him £700 per 
annum in New Zealand currency and had refused to make its 
payments in sums equivalent to the same amount in sterling. On 
the termination of the contract de Bueger sued the company for 
the difference between the two amounts. 

The company argued that the word “sterling” as used in the 
contract was meaningless, and that its addition to the word 
“pounds” was attributable to a mere habit of speech, but in the 
course of his judgment Mr. Justice Northcroft said that he did not 
agree with this. The word “sterling” had a special meaning when 
linked with the word “pounds,” and that meaning had been empha- 
sised by recent litigation in the English Courts. The London 
representatives of a New Zealand company conducting a sub- 
stantial business between England and New Zealand would be 
aware that the word “sterling” had a special significance, and 
could not be assumed to have used it in the agreement with de 
Bueger as a mere matter of habit and without any meaning. De 
Bueger claimed that the word was included deliberately for his 
advantage. Judgment in the case of Broken Hill Proprietary Co. 
Ltd. v. Latham (1933, Ch. 373) was delivered within a week or 
two before the parties entered into the contract in this case, and 
business men in London, particularly those whose business involved 
financial transactions between London and the colonies, might be 
expected to be aware of that decision and of its effect, even if they 
might not have seen its text. The Broken Hill case contrasted 
“Sterling” with “Australian currency” at a time when the disparity 
was 25 per cent., and when substantial if not equal variations might 
be expected between “sterling” and other colonial currencies. More- 
over, that case gave an authoritative application of the word 
“sterling” as meaning English currency in contrast with currency 
ot other countries. “In my opinion,” said Northcroft J., “it 
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followed that in the case of other British countries having curren- 
cies of similar denominations, i.e., pounds, shillings and pence, 
‘pounds sterling’ have the meaning of ‘pounds in English currency 
as compared with pounds in Australian or New Zealand currency. 
This use of the word ‘sterling’ to indicate English currency as 
compared with Australian currency occurs throughout the currency 
cases referred to. I am of opinion that the use of the word ‘sterling’ 
in this contract was neither accidental nor meaningless. Further- 
more, I am not prepared to regard it as meaning merely ‘legal 
tender’ as, in the result, that would be to assume it was used 
without purpose, for the same result would be achieved by using 
the word ‘pounds’ without adding ‘sterling.’ I consider the parties 
used the words ‘pounds sterling’ as meaning ‘pounds in English 
currency.’ By this, I do not assume the parties were providing a 
mode of payment, but they were specifying the measure of the 
defendant company’s obligation.” 

De Bueger was therefore entitled to be paid the agreed salary 
in such amounts of New Zealand currency as would be the equiva- 
lent of sterling according to the rate of exchange current at the 
time of such payment, with interest on each deficiency from the 
date of each short-payment of salary until judgment. De Bueger 
v. J. Ballantyne & Co. Ltd. (1935, N.Z.L.R. 1043). 


ATTEMPTING TO OBTAIN Goons By FALSE PRETENCES BY RETAILER 
on “Stop-List’—RiGHT To Recover Money ALreapy Pap 

Ex turpi causa non oritur actio, i.e., no action can arise out of an 
immoral cause. A case involving a novel application of this well- 
known rule or principle of law came before the English Courts in 
Berg v. Sadler & Moore (1937, 2 K.B. 158). On principles of 
public policy the Courts will refuse to lend their aid in the enforce- 
ment of an illegal contract or obligations arising out of an illegal 
contract. A plaintiff who cannot establish his cause of action 
without relying upon an illegal transaction must fail. 

In England there exists a body called the Tobacco Trade Asso- 
ciation comprised of manufacturers and traders, the object of which 
is to prevent price-cutting and to secure price maintenance. The 
traders agree, in return for their being supplied by the manufac- 
turers with the particular goods—tobacco, cigarettes and snuff— 
which come within the category of price-maintained goods, that 
they will not sell them at less than the prices fixed for those goods. 
There are minimum wholesale and retail selling prices, and each 
trader who becomes a member of the Association pledges himself 
not to sell these goods at less than the minimum prices. 

In January, 1934, Max Berg became a member of the Associa- 
tion and signed the usual agreement to maintain prices, but in 
April of the same year it was discovered that he was breaking the 
terms of the agreement, and thereupon he became what is called 
a “cut-price retailer” and was put on the stop-list of retailers to 
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whom manufacturer members of the Association would not supply 
goods. He carried on a hairdresser’s business, but he apparently 
did a considerable amount of selling of cigarettes and other classes 
of tobacco goods. 

About August, 1935, Berg obtained from J. Reece, a member 
of the Association and in full enjoyment of its privileges, a large 
supply of cigarettes, which had been sold by Sadler & Moore (who 
were also members of the Association), as they thought, to Reece. 
Berg paid £134 in cash, and delivery of the cigarettes was given 
to Berg’s wife and Reece. Reece received a £5 commission or 
profit on this transaction. Later, in an attempt to repeat the pro- 
ceeding, Reece gave Sadler & Moore a written order for 39,500 
cigarettes at a price of £72/19/-. The transaction was simply a 
scheme to enable Berg to obtain from Sadler & Moore a supply 
of cigarettes through the intermediation and under cover of Reece. 
Sadler & Moore would not have supplied Berg with cigarettes had 
they known that he was the purchaser. Sadler & Moore were at 
first deceived, but had some suspicion. Berg’s assistant and a 
representative of Reece called to collect the cigarettes but had 
brought £70 only. Sadler & Moore would not hand over the 
cigarettes until the extra £2/19/- was paid, which was done. Their 
doubts or suspicions having been aroused, Sadler & Moore said 
they would send the goods to Reece’s place of business, but Berg’s 
assistant immediately said that that would not do, and demanded 
the money back. Sadler & Moore refused to give it back, saying 
that an attempt had been made to get the goods from them by false 
pretences. 

Failing to get his money back, Berg sued Sadler & Moore, but 
he was quite unable to convince Mr. Justice Macnaghten or the 
Court of Appeal of the justice of his claim; instead, he has given 
his name to what appears to be a leading case on the subject. 

The English Larceny Act, the provisions of which have been 
adopted by most, if not all, of the States, enacts that “Every 
person who by any false pretence with intent to defraud, obtains 
from any other person any chattel shall be guilty of a misdemeanour 
and on conviction thereof liable to penal servitude.” 

In the course of his judgment Mr. Justice Macnaghten said that 
he had no hesitation in saying that Berg had attempted, although 
the attempt failed, by deceit to induce a course of action on the 
part of Sadler & Moore, which would have been an action to their 
grave injury. If in fact they had supplied goods to Berg, he being 
on the “stop-list,” the consequences to them might have been of 
a very serious character in their business. It seemed to him that 
it was a plain case where there had been an attempt to obtain goods 
by false pretences, and it was nothing to the purpose to say that 
the fraudulent person who was attempting to commit that crime 
was in fact willing to pay to the persons he was attempting to 
defraud the full price of the goods. The learned judge then came 
to the conclusion that the Court would not entertain an action by 
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a man for money dishonestly paid for the purpose of committing 
an offence against the criminal law, and he accordingly dismisse¢ 
the action. 

Berg appealed to the Court of Appeal, but his appeal was 
unanimously dismissed. In the course of his judgment, Lor 
Wright, M.R., said that to maintain an action for money had and 
received the plaintiff must prove the exact circumstances in which 
the money was paid, and the circumstances which he said entitled 
him on grounds of justice to have an order for repayment. If 
however, Berg proceeded to that proof he could only establish 
his claim by proving facts which showed that he was engaged ina 
criminal attempt to obtain goods by false pretences. The Court, 
on well-established principles, refused to give its aid to any claim 
which could only be established by proving facts of that nature. 


The Story of Bookkeeping, Accounting 
and Auditing 


By L. Fitzpatrick, L.I.c.A. 


Although bookkeeping dates back to the far distant ages, and 
has its growth closely interwoven with that of man’s attempts to 
figure, it is quite a recent claimant for recognition as a profession 


It may, however, definitely be said to possess the three elements FF 
which establish respectability. Those elements are parentage and § 
lineage ; its association, that is, the places in which it is to be found; 
and, thirdly, the service which it renders the community. 

The Franciscan monk Paciolo is regarded as the father of 
modern accounting. His Summa, published in 1494, was the firs 
printed work dealing with algebra and contained the first text on 
bookkeeping entitled “De Computis et Scripturis.” 

Paciolo was a mathematician, first teaching at the University of 
Perugia and later at Naples, Pisa, Florence, Bologna and in the 
“Sapienza,” a position in the “University of the highest standing 
in all Christendom,” at Rome, to which he was appointed professor 
of mathematics in 1514 by Pope Leo X. 

The first book by Paciolo contained the essentials of bookkeep- 
ing as known to-day and much of the technique contained therem 
was followed for at least four centuries by other writers. Many 
the propoundings of different branches of science have proved 
ludicrous, whereas the first teachings of bookkeeping have stood 
the test of time. At once, therefore, one must admit that book 
keeping can claim an ancient and honourable lineage. 

The next important book on this subject was written by Gramm 
teus or Schreiber in 1518 and combined algebra and bookkeeping. 
This was the first work of its kind published in Germany. 

In 1539, Jerome Cardan, a brilliant scholar, astrologer, scientist, 
mathematician and professor of medicine, wrote a book on algebra 
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and bookkeeping. So great was his skill as.a physician that he was 
once called to Scotland. 

From this it will be seen that bookkeeping early claimed the 
attention of great men—men great in many ways. 

Simon Stevin, who has been described as a Dutch mathematician, 
and who invented a horseless carriage which worked, proved the 
law of equilibrium on an inclined plane, discovered the hydrostatic 
paradox, explained the tides, introduced decimals, wrote, in 1602, 
a treatise on bookkeeping for the express purpose of training his 
royal pupil, the Prince of Orange. 

Charles Hutton, professor at the Royal Academy at Woolwich, 
fellow and foreign secretary of the Royal Society, who computed 


| the density of the earth, author of a work on conic sections, author 


of a paper on gunpowder, and doctor of laws at Edinburgh, wrote 
a text-book on bookkeeping. 
Robert Hamilton, a banker, and later a teacher of natural 


} philosophy and mathematics, contributed in some measure to the 


works on bookkeeping. It was Robert Hamilton who exposed the 
fallacies of Pitt’s policy of the Sinking Fund. 

Then came Augustus De Morgan, who contributed many fine 
ideas on the subject of bookkeeping. 

In the year 1903 Arthur Cayley, who was a professor of mathe- 
matics at Cambridge, wrote an excellent work entitled The Prin- 
ciples of Double Entry Bookkeeping. 

Bookkeeping appeared and expanded in response to a world 
need. Sieveking, one of very few historians who paid attention to 


5 the subject, contended that bookkeeping arose as a direct result of 
} partnership formations which, in turn, were a feature of expanding 


commerce. There appeared to be a lull in the progress of book- 
keeping for several centuries, but the end of the nineteenth century 


' saw a fresh burst of sustained interest, much more marked than 
» that of the fifteenth century. Later, cost accounts attracted the 


attention of experts, amongst whom may be mentioned Garcke and 
Fells. Then Pixley, and later Dicksee, began great writings on the 
more refined problems of corporation accounts 

There came into existence the Institute of Chartered Account- 


ants in England; a step which was taken up in other countries. 


And so accounting was forever established. 

The remarks of certain great men are interesting. Scott, the 
romanticist, remarked that the profession of accounting was 
respectable, while Goethe, a universal genius, mentioned bookkeep- 
ing as one of the fairest inventions of the human mind. Cayley 
declared that “bookkeeping is one of the two perfect sciences.” 

The three antecedents of bookkeeping may be stated: 

(1) A material (private property, capital, commerce, credit). 
(2) A language (writing, money, arithmetic). 
(3) A method or plan of systematically rendering the material 
into language. 
The method is bookkeeping. 


D 
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The mere appearance of the elements historically did not neces. 
sarily mean bookkeeping. They were all present in some form 
throughout ancient history, but the early civilizations did not pro- 
duce double entry as it is now understood. Writing, we know, is 
as old as civilization and the Egyptian tax collectors painted their 
collections and records upon papyrus, which can still be read, more 
than 4,000 years ago. This, admittedly, was a recording or form 
of bookkeeping, but it contains no trace of the principles of double 
entry- 

Probably the absence of profitable commerce in early years was 
the principal reason why the ancient world did not produce com- 
plete bookkeeping. A further halt probably occurred when invad- 
ing barbarians pushed the remnants of Roman civilization out of 
Europe into Constantinople and closed the doors upon ancient 
history. 

However, the productive use of capital became evident after 
1075 with the attempt of the Church to retake the Holy Sepulchre, 
the transportation of the Crusaders, the development of craftsman- 
ship, a desire for foreign products, growing significance of bank- 
ing, and loans to governments. And so with all this natural growth 
of business, involving capital and credit, necessity demanded accv- 
racy and completeness of record, and the issue was the development 
of double entry bookkeeping. A few early books of note are: 


Account Keeping (Paciolo, 1494.) 

Reckoning Book (Schreiber, 1523). 

Bookkeeping (Gottlieb, 1531). 

Double Record Book (Manzoni, 1534). 

Account Books in the Italian Manner (Ympyn, 1543). 
Keeping Books by Double Entry (Giraudeau, 1700). 
A Defence of Double Entry (Collier, 1796). 


It has been said that there are two possible starting points for 
tracing the development of a co-ordinated system of bookkeeping, 
one being a record of receipts and disbursements, early apparent in 
Egypt, Greece and Norman England in connection with taxes, etc, 
the other being the record of indebtedness. 

As far as records of personal indebtedness are concerned, ev- 
dence of such can be traced back as far as the ancient Babylonians. 
But it is not an easy matter to reconstruct developments so as to 
see how such practices became a co-ordinated system. Develop- 
ment founded along Roman accounting methods permits of an 
easier reconstruction of the changes. 

Dealings were committed to writing; even the head of a Roman 
family was required to keep domestic accounting records of which 
the cash book was the most important. This originally related to 
cash, but its use appears to have broadened. The creditor made an 
entry among the receipts as if the prior unwritten obligation had 
been cancelled. He entered, at the same time, that amount among 
the payments as if paid to the debtor. These two entries consti- 





5 OC MDC. Cr —" 


gE of @ 


MAR 


neces- 

form 
t pro- 
ow, is 
| their 
_ more 

form 
louble 


ncient 


after 
ilchre, 
sman- 
bank- 
‘rowth 
accu 
pment 


its for 
eping, 
ent in 
s, ete, 


1, evi- 
ynians, 
) as to 
velop- 
of an 


Roman 
which 
ted to 
ade an 
yn had 
among 
-onsti- 


1938 THE AUSTRALIAN ACCOUNTAN 131 


tuted a written contract, and had the effect of converting an amount 
due under a simple contract into an amount due as a loan. The 
entry could be extinguished only by a cancelling entry. The 
creditor’s entry of an “acceptilatio” for the prior sum and prior 
person among the receipts indicated that the debtor was discharged 
from his debt. The entry would be the same whether one person 
was released or another took his place, but in the latter case the 
creditor made a further entry in the payments side to bind the 
new debtor by a written obligation. 

Wealthy Romans carefully invested their surplus funds to 
produce interest and this led to the use of supplemental books. 
It is easy to visualise the steady growth from this point of a 
method of systematically recording increasing transactions and 


| the more comprehensive use of left and right or debit and credit. 


Historical continuity is broken by the Dark Ages and it is impos- 


} sible to prove whether the Roman-like practices appearing in the 


Middle Ages had been transmitted to Italy through the barbarians 


| or by way of Constantinople or whether they sprang from a revival 


of Roman ideas when, after a lapse of several centuries, the litera- 


' ture of Rome was opened for study. The fact remains, however, 


that mediaeval banking reveals many characteristics of the earlier 


| days. 


An entry from a ledger explained by Paciolo read much as the 
following : 
LEDGER (1494) 


Dinas shall give shall have back 
£30 to us because on Mch. 1 from us the £60 he deposited 
he promised us he would pay Mch. 3 with us in 
on demand the debt which Re «4 4c. be 0+ <0. 30 
B.... owed us—#£30. 


Note particularly the idea of debit and credit of a bi-lateral 
account-—“give” and “have.” The basic idea was the same in 
Latin, Italian, French and German examples. 

The characteristics of the above entry are three in number, 
namely : 


(1) The entry is complete and expresses a complete idea. 

(2) The entry is written from the point of view of the 
proprietor. 

(3) The entry is definitely stated as a memoranda of expected 
future occurrences. 

Manzoni (1534) stated that the four principal things apper- 
taining to buying, selling, receiving, paying, exchanging, lendings, 
and gifts, were: 

(1) The one who gives. 
(2) The one who receives. 
(3) The thing given. 

(4) The thing received. 
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Earlier writers were more exact in matters of small detail thay 
they were explicit regarding the mental processes of their transac. 
tion analysis. For this reason later writers, such as the English 
and Dutch, had much difficulty in making essential processes of 
foreign methods clear to their own people. 

The earlier ledger accounts had two definite characteristics 
Firstly, there was little form beyond the debit and credit idea, and 
secondly, a transaction was twice duplicated completely in the 
ledger, once in the account debited and once in the account 
credited. The result was that the ledger became a grouping oj 
entries rather than a compilation of classified debits and credits. 

A ledger account (Stevin type) of 1604 read as follows: 


Notes Debit Year 1604 Notes Credit Year 1604 
O Jan. Per capital 30 Apl. Per Paul . 200008 
fol (6) 15000 
28 Mch. Per Peter 
Rolls 
fol. 18 6000 
Herein are the first signs of a ledger account taking on definite 
form and arrangement, the title of the account being separated from 
the body of the entry and placed, together with the terms “debit” 
and “credit,” above the details. x 
The following is a ledger account of 1636 as explained by § 
Richard Dafforne: 
(Left folio) 
Fol. 1. Anno 1636 in London 
Cash is Debitor £ sd 
1 Jan. to stock for several coynes of money .. .. 800 16 3 
28 Feb. to Basil Smith his account current .. .. .. 301 2 4 
(Right folio) 
Cash is Creditor £ sd 
4 Jan. By George Pinchum payd in part .. .... 200 0 OF 
16 Mar. By F. in Company, } R.R.,4 for me,etc... 21 0 0% 
Dafforne uses the same English terminology as Mellis (England, 
1588), such as “Cash is Debitor to Stock,” but he does not follow BF 
Mellis and use the terms “ought to give,” “is due to give’ Fy 
Dafforne’s arrangement follows that of Stevin, but he does not us FF 
the preposition “by” (per) to introduce debits and credits. In 
this respect he follows Mellis and later Italian practice in the use 0 
“to” with debits and “by” with credits. : 
English practices, from this point, became fixed and there were 
few changes for two hundred years. The accounts were kept upo BF 
two folios: left for debit, right for credit. Early in the eighteenth FF 
century the account title was dropped from the heading of the FF 
credit folio, the substitution being “per contra.” With this chang fF 


the words “debit” and “credit” were abbreviated to “pr.” an & 
é ” F 
CR. 
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Eighteenth Century Ledger Heading 


pr. James Johns Per contra 
(Left folio) (Right folio) 


Nineteenth Century Ledger Account 


DR. Bills Receivable CR. 


1850 1850 
May 18 21 ToWm. Walters 200 Sept.18 22 By Cash 200 


More and more we see the steady process of treating an account 
as a series of facts related to the title. With the ultimate disappear- 
ance from most ledgers of “to so and so” and “by so and so” there 
disappeared the last tangible suggestion in the ledger that each 
entry in an account expresses one complete thought capable of 
being resolved into a sentence. 

Whereas ledger entries were, in the beginning, complete sen- 
tences, the earliest journal entries we know of were not sentences 
to be rewritten in the ledger. In fact, they were technical in 
every way. 

A form of journal entry of 1430, translated would read: 

By ready money to Franz Badi 
—for balance of saffron 
One of approximately one hundred years later reads: 
“By Profit and Loss, to Sundry Expense, for 
various expenses made in the present year, as 
appears in the balance of that account.” 
Other examples are: 
16o84— 
G. Back Debitor to K. £70 for 5 barrels 
Giesd tae Het ve soudin tes OE 
1788— 
Charges merchandise Dr. to taken for 
EE a4 4% Ge os ee «et av dive 2 
1848— 
Cash to sundries .. .. .. .. 
to Bills receivable .. .. .. 1600 
Profit and loss... .. .. .. 60 
1900— 
Merchandise .. .. .. .. .. 100 
SE Sask Gala wks Oa 100 

It would appear that there was a time when a full statement of 
a transaction was probably entered direct in two ledger accounts 
concerned, without recourse to a journal. Later, a highly technical 
form of journal entry appears to have been used, while, later still, 
the idea of fully expressing a thought became popular. In modern 
methods, we see again the technical form. 

Simon Stevin (1604) gives an example of a sum received in cash 
as payment on account of an amount lent to a borrower. In the 
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course of his explanation he points out how he would, in the 
journal, debit cash per the borrower. 

He also dealt with Branch stores, banking transactions, broker- 
age, barter and partnership. A reader of early works is left 
convinced that the writers completely realized the fact that every 
transaction has a dual aspect, and understood the logical treat- 
ment of Profit and Loss and Capital. 

Later times have brought later conditions which have wrought 
changes. One can easily perceive the difference between account- 
ing and the bookkeeping practices of the fifteenth century. It is 
easy to quote the broadness of the modern field and how refined 
are its definitions. But very little has been added to the structure. 
With the exception of auditing technique, costing and budgeting 
the chief addition has been voluminous theory. 

Auditing as it existed to the sixteenth century was designed 
to verify the honesty of persons charged mainly with fiscal 
responsibilities. 

Records kept by the chamberlains of the City of London as early 
as 1311 were subject to audit. In 1456, town treasurers in Ireland 
were responsible for the submission of their accounts to audit. 
By a statute of James I in 1535, government officers (provost, 
bailies and aldermen) in Scotland had likewise to submit their 
accounts to audit. Of course, public officers were not alone subject 
to audit regulations. The Worshipful Company of Pewterers of 
the City of London had periodical audits, while the records of the 
“receivous-general” of large manors in the sixteenth century were 
subjected to certain tests. 

The audits were usually carried out by other officers. The 
chamberlain of the City of London was as early as 1298 audited by 
a group of persons consisting of the mayor, aldermen, sheriffs and 
certain others, but from about 1310 the audit was performed by 
“six good men of the city elected in the presence of the whole 
commonalty.” In some Scottish towns in the fifteenth century the 
audit was held before the provost, council and inhabitants. Auditors 
were chosen each year in the craft guilds. About the year 156+ 
some provision could be found in the rules or ordinances of any 
big concern such as “also it is agreed that there shall be foure 
Awdytours chosen every yeare to awdit the crafts accompts and 
they to paruse it and search it that it be parfect.” 

In England, the sixteenth century manor provided a good 
example of the practice in that period. The manor was a large 
establishment. Three officers in particular were required in its 
management. The “surveyor” was required to know the location 
of all the lord’s lands and tenants. From this information he 
compiled a book of rentals, tolls and fees. This revenue-book was 
handed to the “receivor-general” who collected the revenue, 
recorded it and made disbursements therefrom upon signed 
warrants from his lordship. The “auditor” made a detailed 
examination of receipts and expenses. 
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During the seventeenth and eighteenth centuries, towns with 
their independent “masters” or manufacturers employing workers 
for wages in “factories,” supplanted the self-sufficient manors and 
closely regulated guild craftsmen as the centres of economic life. 

Exploration and sea-borne trade and far-flung commerce speeded 
up business and intensified industry in every way, and it was only 
a natural sequence that accounting and auditing should become 
more necessary, with auditing developing into en intense visual 
scrutiny of written records and the testing of entries by docu- 
mentary evidence. 

Prior to the middle of the eighteenth century many of the 
financial documents in connection with bankruptcies, executorship, 
etc., were frequently prepared by lawyers, and the difficulties they 
encountered in dealing with intricate accounts led them to seek the 
aid of men skilled in this work. Here then was a definite recogni- 
tion of the accountancy profession. In Scotland, until about 1850 
much of the accounting work was done from solicitors’ offices. In 
1854 the professional accountants in Scotland formed their own 
society. Even then some of the practising accountants were mem- 
bers of the solicitors’ society. 

Up to the beginning of the nineteenth century there was no true 
accountancy profession in England. There was no body of 
skilled experts holding themselves out to the public for professional 
engagements. But this, however, was soon to come. Between the 
years 1811 and 1847 the number of firms listed as accountants 
increased in London from 24 to 186, in which time the population 
nearly doubled itself. Between 1847 and 1883 the number increased 
from 186 to about 800. By 1854 the Scottish accountants had 
organized a society to foster the members’ interest and regulate 
their professional conduct. 

Between 1870 and 1877 similar societies sprang up in important 
English cities. They admitted members only by general and 
technical examinations. 

The disastrous trading period between 1847-1848, amendment of 
the law relating to bankruptcies, the development of joint-stock 
companies, brought into eminence the need for experts in account- 
ing and placed a premium upon technical knowledge and accounting 
skill. 

Joint stock companies had been subject to extensive frauds in 
early eighteenth century speculation, but gradually during the 
years 1800-1850 Parliament propounded better laws for the control 
of this type of trading. The Act of 1844 provided for the audit of 
the accounts by persons other than the directors (or their clerks). 

The statute of 1844 was revised and repassed in 1845. This Act 
required that “every auditor shall have at least one share in the 
undertaking, and he shall not hold any office in the company, nor 
be in any other manner interested in its concerns, except as a share- 
holder.” Another section provided that “it shall be lawful for the 
auditors to employ such accountants and other persons as they may 





136 


THE AUSTRALIAN ACCOUNTANT MAR 


think proper, at the expense of the company, and they shall either 
make a special report on the said accounts, or simply confirm the 
same; and such report on confirmation shall be read together with 
the report of the directors at the ordinary meeting.” 

Later in the century this audit was referred to as a “complete 
farce” because of its very simple nature which permitted its 
performance by persons who were not really skilled. 

The following schedule sets out the growth of the British 
Statutory Audit, as each Act had specific reference to the account- 
ing and auditing side: 

1844-5 Joint Stock Companies Acts. 


1847 


1852 
1867 
1868 
1870 
1871 
1874 
1875 


The Gas-works Clauses Act. 

The Water-works Clauses Act. 

The Metropolis Water Act. 

The Railway Companies Act. 

The Regulation of Railways Act. 
The Life-assurance Companies Act. 
The Metropolis Water Company Act. 
The Building Societies Act. 

The Friendly Societies Act. 
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The Accounts of Holding Companies 
By G. E. FItzGERA.p, B.A., B.COM., F.I.C.A. 


(A Lecture delivered to the Commonwealth Accountants Students’ 
Society, Victorian Division.) 


In the preface to his book on Holding Companies, written in 
1927, A J. Simons says: “The subject of Holding Companies’ 
accounts is so comparatively new that few accountants in England 
at the moment have really settled notions thereon.” That comment 
applies with equal force to Australia at present. The necessity for 
a consideration of them may be stressed by a further quotation 
from Simons: “Holding Companies have come to stay, and that 
they will increase in number and importance is not prophecy, but 
merely economic history as reflected from America. As such, the 
subject must be met by all accountants—sooner or later.” 

Holding companies originated in the United States, the first 
of them appearing some thirty-eight years ago. The principle 
later extended to England, Germany and other European countries 
and still later to Australia. It is but fourteen years since Sir Gilbert 
Garnsey’s book on the subject was published, and, in the interim, 
there have been great developments in holding companies, both 
in England and Australia. They “have come to stay” and the 
subject must be met by all accountants sooner or later. It is an 
interesting study, and there is ample literature in our library for 
any members who care to attempt it. 

Like many other accounting topics, the subject is a big one, and 
in the short time at my disposal this evening I propose to comment 
briefly upon some of its important aspects, in the hope that I may 
whet the appetite of some students to pursue it further. 


Definition 

I am not aware of any legal definition of a holding company, 
» but from the wording of Section 129 of the English Companies Act 
| —which has been adopted in the Acts of New South Wales 
| (Sec. 106), Queensland (Sec. 136) and South Australia (Sec. 145) 
—it may be inferred to mean a company whose assets include 
investments in shares of one or more subsidiary companies. Sir 
Albert Wyon, in a paper delivered to the International Congress 
on Accounting in 1933 described a subsidiary company as one “of 
which the holding company possesses voting control either through 
a shareholding in the subsidiary itself, or through shareholdings in 
another company or companies.” This definition is wider than 
that included in the Companies Acts in England, New South Wales 
and South Australia, and remedies an obvious defect in those Acts 
by including in the definition subsidiaries of the second generation 
—sub-subsidiaries—grandsons of the holding company. It should 
be noted that an essential feature of this definition is control of 
the subsidiaries. Investment companies, therefore, do not come 
within its scope and they are not holding companies. 
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Origin 

The developments which gave rise to holding companies provide 
interesting reading, but they do not form part of our discussion this 
evening. In passing, however, let us note that the holding company 
represents the most recent development in the evolution of the 
control of business. 

Some idea of the extent of the control of business which may 
be exercised by a holding company is obtainable from an examina- 
tion of their investments and those of their subsidiaries. One 
company with an issued capital of only £5mill. controls through 
its investments and its subsidiaries issued capital and debentures 
aggregating more than £70mill. 


Advantages 

Among the advantages of holding companies we may include the 
following : 

(a) Pooling of technical knowledge and experience. Unfortu- 
nately, with free competition, every effort is made to prevent one’s 
competitors from obtaining the advantage of technical knowledge 
and experience. Amalgamations permit the dissemination of 
efficient methods of production over a wide field. 

(b) Avoidance of over production by regulation of output. 
This is impossible of attainment where several businesses are all 
endeavouring to secure a lion’s share of the trade. 

(c) Economies in production, distribution and overhead expendi- 
ture. Marketing is an expensive feature of the present system of 
organization, and one big selling organization can operate more 
efficiently and more economically than numerous small organiza- 
tions. 

(d) Greater managerial efficiency. The results of different 
factories are made available to the whole organization. Uniform 
costing systems can be introduced and a spirit of competition can 
be fostered between factory managers, with a view to promoting 
greater efficiency. 

(e) Ability to use the latest and most up-to-date machinery. 
Often the small manufacturer is unable to meet the cost of scrap- 
ping old plant and replacing it with more modern and efficient 
equipment. 

(f) Greater possibility of carrying out welfare work—one 
frequently finds that working conditions are worse in small 
factories. 


Disadvantages 

Nevertheless, there are dangers of grave abuses. Marshall 
(Industry and Trade) indicates the possibilities by relating some 
of the practices of an American trust, which included: 

(1) Underselling in the most remorseless manner competitors 
with less capital than itself until it drove them out of business. If, 
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as was usually the case, the smaller rival was making good deliveries 
at fair prices, the method and result were entirely evil. 

(2) Stopping deliveries from wells supplying these rivals by 
itself offering big prices for crude oil. By its very size and impor- 
tance it was able to play off one railway against another in the 
matter of charges, and obtain for itself preferential treatment. 

(3) Creating bogus independent companies and fighting brands 
to protect its monopoly, and maintaining high prices where there 
was little fear of competition. 

There is a further disadvantage, in which the accountant should 
be especially concerned. In such a complex organization, there is 
a tendency to obscure results. Often the published accounts are 
most uninformative, and they are capable of being used as a cloak 
to hide the true position from shareholders. There have been grave 
abuses, and such occurrences as the Hatry crash and the Royal Mail 
Steam Packet case have left an unpleasant flavour. 


Methods of Formation 

There are three methods in which the holding company may be 
created, viz. : 

(1) Purchase by one company of sufficient shares to constitute 
a controlling interest in another company. 

(2) Exchanging with shareholders of the company to be 
absorbed, shares in the purchasing company for shares which they 


hold in the old company. 

(3) Formation of a new company to acquire shares of the 
company to be absorbed in exchange for cash, or shares in the new 
company. 

It will be noted that, in each case, the holding company acquires 
shares and not the assets of the companies that are absorbed. 
Though the holding company formation results in a virtual 
amalgamation of the interests of the holding and subsidiary com- 
panies, the subsidiaries still continue to exist as separate legal 
entities, there is no disturbance of their credit structure or of the 
interests of their minority shareholders. 


METHODS OF PRESENTING THE ACCOUNTS 


In considering the presentation of the accounts, the legal require- 
ments must be remembered. The holding company may operate 
under different company laws from its subsidiaries. Creditors’ 
claims are legally enforceable only against one particular company, 
unless guaranteed by another company within the group. The law 
requires separate balance sheets and separate shareholders’ meet- 
tings and these must be provided for. In Victoria the provisions 
of the Companies Act relating to proprietary companies have been 
largely used in the holding company organization. Subsidiary 
companies have been registered as proprietary companies, and, as 
you know, there is no legal obligation to publish their accounts. 
Frequently the shareholders of a holding company receive little 
information about the business conducted, by its subsidiaries, and 
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sometimes this is restricted to a reference in the directors’ repor 
or a comment in the chairman’s speech at the annual meeting. 

The four methods of publishing the accounts are fully described 
in Garnsey’s work on holding companies. They are: 

(1) The legal balance sheet—Publication of the holding 
company’s balance sheet treating the interest in subsidiary com. 
panies as an investment. 

Form A 
Illustration of the published accounts of a holding compan 


listed by the Melbourne Stock Exchange prior to the adoption oj 
the present rules relating to holding companies’ accounts. 


BALANCE SHEET AS AT oi. encsasciscsccscse 
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Advantages— 

(a) The Companies Acts require it and therefore it is an 
essential part of the published accounts. 

(b) It is a simple method. 

(c) It is essential to enable creditors to form an opinion of 
the financial condition of the company against which 
they would have to proceed if occasion arose. 

(d) It enables directors to give a minimum of information 
for the use of trade competitors. 


Disadvantages— 

It does not recognize the practical nature of the relation- 
ship existing between the holding company and its sub- 
sidiaries, and fails to give the shareholders essential informa- 
tion regarding the state of their investment. 


The form of balance sheet given in Form A is an illustration 
of a legal balance sheet published by an Australian holding com- 
pany. Every year the balance sheet is published in this form. 
It is not supported by any other financial statements, but is accom- 
panied by a directors’ report which usually states that the business 
of the subsidiary companies is satisfactory. The possibilities of 
abuses in a balance sheet of this description are innumerable. 
Substantial losses may have been incurred by some or all of the 
subsidiary companies without being disclosed in the published 
accounts. The published balance sheet (including the profit and 
loss account) gives no information as to the method of treating the 
earnings of subsidiary companies. The profit and loss accounts may 
contain all the earnings of the subsidiaries or just so much of those 
earnings as the directors wish to include—the shareholders are not 
informed. The method of bringing those earnings to account may 
be varied from year to year—still the shareholders would be kept 
in ignorance. Numerous other possibilities will no doubt occur 
to you. 


(2) Publication of the legal balance sheet and the presentation 
simultaneously of the separate balance sheets of the subsidiary 
companies. 


Advantages— 
(a) Where the subsidiaries are public companies, the 
publication of their separate balance sheets is necessary. 
(b) It shows the financial position of each company for 
the benefit of creditors and others interested. 
(c) It gives the shareholders information regarding the 
financial position and earnings of each subsidiary. 
(d) It is suitable where there are only one or two sub- 
sidiaries. 
Disadvantages— 
It does not necessarily give sufficient information to show 
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the financial position of the consolidation as a whole. A 
mere aggregation of the balance sheets will not reveal the 
true position. Inter-company items must be eliminated 
before that can be disclosed, and the published accounts 
rarely contain sufficient information to permit of that being 
done. 


If the legal balance sheet and those of the subsidiaries are care- 
fully prepared with a view to giving the shareholders the maximum 
amount of information, and the connecting links are clearly defined, 
and there are but a few subsidiaries, this is a satisfactory method. 
Usually, however, it will require somebody well versed in accounts 
to interpret the position of the consolidation as a whole. 


(3) Publication of the legal balance sheet, and simultaneously as 
separate statements a summary of the assets and liabilities, and a 
summary of the earnings of all the subsidiaries taken together. 


Advantages— 
(a) This gives a fair view of the whole concern. 
(b) There is a minimum of possibility of manipulation by 
the directors. 
(c) It does not give competitors information regarding the 
operations of any one subsidiary company. 


This method requires careful planning and careful preparation 
of the balance sheet and summaries. The net total of the summary 
of assets and liabilities of the subsidiaries should be agreed with 
the figure shown in the legal balance sheet for “Investments in 
Subsidiaries and Advances.” 

Allowance must be made for all inter-company adjustments, 
items in transit, dividends declared by subsidiaries but not paid. 

A uniform classification of accounts and a uniform basis of 
valuation are necessary, and it is desirable that the accounts of 
all the subsidiaries and the holding company should be balanced 
as at the same date. 


(4) The publication of the legal balance sheet and also a consoli- 
dated statement of the whole undertaking amalgamating the assets 
and liabilities of the subsidiaries with those of the holding company. 

The consolidated statement is frequently referred to as a 
“Consolidated Balance Sheet.” This is a misnomer. A balance 
sheet is prepared from a trial balance of the books of a company, 
firm, individual or institution to show the financial position of that 
entity. The consolidated statement is not prepared from any such 
trial balance and it goes beyond the limits of any one legal entity. 


Advantages— 
If the consolidated statement is prepared properly it gives 
shareholders a concise statement of the position of the 
consolidation. 
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Criticism of the Consolidated Statement— 

The consolidated statement is frequently criticised on the 

grounds that: 

(a) It includes the assets and liabilities of subsidiary com- 
panies, although they are not legally the property or 
liabilities of the holding companies; and 

(b) that it is not possible to ascertain from the consoli- 
dated statement which companies are earning profit 
and which are incurring losses. 

These criticisms arise either from a misunderstanding of the 
purpose of the consolidated statement, or from failure fully to 
appreciate the moral obligations of the directors to the shareholders 
of the company. 

The consolidated statement has no legal basis. It is not designed 
to represent the financial position of any legal entity, but it is a 
statistical statement much more useful to the shareholders than any 
legal balance sheet. 

In the words of- Maurice Peloubet (International Congress, 
1933): “A correctly drawn up consolidated balance sheet and 
income account are frankly and plainly statistical statements, or 
if we do not like this description, we may say that they are the 
representation of an economic unit rather than a statement of 
assets on one hand and the various claims against those assets on 
the other.” 

Any objection to the consolidated statement on the grounds that 
it fails to show which companies are incurring losses may be met by 
the inclusion of this information in a report, should the position 
warrant it. 

Consolidated statements are regarded as essential in America. 
They are very little used in Continental countries, but in England 
they are growing in favour largely owing to the work of the late 
Sir Gilbert Garnsey. 


The Profit and Loss Account 


The necessity for a clear statement of the assets and liabilities 
of the consolidation has been stressed, but the statement of profit 
and loss is of greater importance. A correct statement of the 
earnings is of more value to the shareholders than any statement 
of assets and liabilities. 

As de Paula points out, “the true test of the value of any com- 
mercial enterprise is its capacity to earn profits.” 

If a company’s operations are conducted continuously at a loss 
it is small consolation to the shareholders to learn that its balance 
sheet discloses a strong financial position. Unless the profit-earning 
capacity is sufficient to ensure satisfactory dividends, the value of 
the companies shares must be discounted. On the other hand, 
given a continuous high rate of dividend, the value of the shares 
must appreciate. 

A consolidated earnings statement is the best method of giving 
shareholders information regarding the state of their investment. 
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There is no statutory provision in any Companies Act requiring 
the directors to present accounts showing the earnings of the 
organization as a whole. Where the subsidiaries are proprietary 
companies there is no legal obligation to make any disclosure of 
their profits or losses. 

In the absence of a consolidated earnings statement, it is possible 
for a holding company to present a profit and loss account which, 
while complying with legal requirements, presents a very mislead. 
ing picture. It is possible for the company to take credit for 
dividends declared by some subsidiaries without providing for 
losses by others. It is possible to retain in the subsidiaries asa 
secret reserve portion of the ascertained profits, and to draw on 
these in later years when the profits of subsidiaries are falling. 
Thus it would be quite possible for a holding company to show 
profits in its accounts, even when the organization as a whole was 
operating at a loss, by receiving dividends from subsidiaries out of 
past profits. 

In Form B (i) the statement of profits published by the Dunlop 
Rubber Co. Ltd. (England) for the year 1934 is given. This isa 
good illustration of a consolidated statement of earnings, and is 
recommended for your careful perusal. Incidentally, a comparison 
of that statement with Form B (ii) shows the advance that has 
been made since 1925 in the technique of presenting the statement 
of profit and loss for such a company. 

Form B (1) 
THE DUNLOP RUBBER CO. LTD. 
Statement of Profits for the Year 1934 


1933 
£ 


. The aggregate profits of the Dunlop Rubber Co. 
Lid., for the year 1934, including its proportion of 
the profits less losses of all subsidiary and sub- 
subsidiary companies after providing for deprecia- 
tion, etc., but before providing for guaranteed 
preference dividends of sreapniaten _heeaenes 
amount to .. .. . 


II. Jn addition, the etn Rubber Co. s ‘aniaition 
of various items which do not represent normal 
earnings attributable to the current year, amounts . 
es ere ee ae ae 9,18 


ne a a 


IV. From the results of subsidiary and sub-subsidiary 
companies included above there has been deducted: 
(a) The Dunlop Rubber Co.’s proportion 

of British and foreign taxation paid by 

or provided in the accounts of such 

companies .. . Sas 167,895 
(b) The whole of the guaranteed prefer- 

ence dividend of Dunlop Plantations 

Ltd. for the year to November 30, 1934, 

paid by that company . ee 
(c) The whole of the guaranteed preference 

dividend of Dunlop Cotton Mills Ltd. 

for the year to aasendey 31, 1935, - 

by that company .. .. . . 113,344 
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(d) The whole of the guaranteed prefer- 
ence dividend of Dunlop Rubber Co. 
(India) Ltd. for the year to December 
13,554 31, 1934, paid by that company .. .. .. 13,559 
(e) The Dunlop Rubber Co.’s proportion o 
special appropriations and undistributed 
83,421 profits of the year held in reserve .. 47,932 
477,720 458,980 


——— 


V. Balance available to the Dunlop Rubber Co. 
Ltd., as per that company’s profit and loss 
1,868,924 RR etic ah en ines Pala ie) 6 RUN 
VI. Deduct— 
(a) Guaranteed pref. divs. of subsidiary 
companies borne by Dunlop Rubber Co. 
Ltd.—balance in respect of Dunlop 
70,882 AE ee ee 
285,176 (b) Interest on debens. and loans .. .. .. 138,852 


1,826,539 


356,058 138,852 


VII. Leaving the net profit as per Dunlop Rubber Co.’s 
1,512,866 profit and loss account .. .. .. s ae de oa 


442,208 VIII. Add balance brought forward from last year .. .. 578,415 


1,955,074 IX. Total available .. .. 2. 2. 1. ce ce ee ee ee ee ++ 2,266,102 


Form B (i) 
THE DUNLOP RUBBER CO. LTD. 
Profit and Loss Account for the Year ended December 31, 1925 
TolInterest on in- By Profit on trad- 
come __ stock, ing, including 
debentures and royalties, divi- 
foes .. .. .. £311,502 dends on in- 
» Premium on de- vestments, 
bentures__ re- transfer fees 
deemed .. .. 150,000 0 0 and interest, 
» Balance, being less deprecia- 
net profit car- tion .. .. .. £3,207,611 5 1 
ried to balance 
amass 2,746,229 7 2 


£3,207,611 5 1 £3,207,611 5 1 


Provisions of the Companies Acts 

The provisions of the Companies Act in this State may be 
disposed of quickly—there are none. In New South Wales 
(Sec. 106), Queensland (Sec. 136), and South Australia (Sec. 
145), the Companies Acts contain provisions similar to those of the 
English Companies Act (Sec. 126), which provides that there 
shall be attached to the holding company’s balance sheet a statement 
signed by the directors showing how the aggregate profits and 
losses of the subsidiary companies, so far as they concern the 
holding company, have been dealt with in the accounts, of that 
company. They must also state to what extent provision has been 


E 
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made for the losses of subsidiary companies either in the accounts 
of those companies or of the holding company or both, and further, 
to what extent the losses of subsidiary companies have been taken 
into account in arriving at the profits and losses of the holding 
company as disclosed in its accounts. 

The Act provides further that the investment in subsidiary com- 
panies must appear as a separate item among the assets in the 
balance sheet of the holding company, the amounts owing by sub- 
sidiaries must be shown separately from other debtors in the balance 
sheet of the holding company, and the amounts owing to sub- 
sidiaries must be shown separately from other creditors in the 
balance sheet of the holding company. 

The sixth Australian edition of de Paula’s Principles and Practice 
of Auditing contains a chapter in which the deficencies of these 
provisions are discussed. 

In commenting upon the requirements of the Act before the 
International Congress of Accounting in 1933, Sir Albert Wyon 
said: “I venture to think that the particulars required by the Act 
to be disclosed are of so general and vague a character as to be 
quite insufficient to supply shareholders with the information neces- 
sary for them if they are to have a just view of the earnings of the 
enterprise in which they are interested and of its prospects. The 
provisions which I have epitomised may indeed have the unintended 
effect of providing justification for directors who wish so to prepare 
the accounts of the holding company as to conceal from those chiefly 
interested the actual results of its activities.” 

The general consensus of opinion in England, after nine years 
experience of the Act, is that its provisions relating to holding 
companies accounts have been totally inadequate to meet the 
position. 

A notable advance in legislation was proposed in the Companies 
Bill submitted to the last Parliament in this State. These provisions 
have been so misrepresented that I quote from the Bill: 

Section 125 (1) reads: 

Where a company (in this section referred to as “the holding 
company”) holds shares either directly or through a nominee ina 
subsidiary company or in two or more subsidiary companies— 

(a) there shall be annexed to the profit and loss account of the 
holding company 
(i) a separate profit and loss account for each subsidiary 
company... or 
(ii) a consolidated profit and loss account of the holding 
company and of its subsidiary companies . . . elimi- 
nating all inter-company transactions—and in addi- 
tion a statement showing the total losses (if any) of 
the subsidiary company or companies, and 
(b) There shall be annexed to the balance sheet of the 
holding company .. . 
(i) a balance sheet of each subsidiary company .. . or 
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(ii) a consolidated balance sheet of the holding company 
and of its subsidiary companies . . . eliminating all 
inter-company transactions. 

It will be observed that this section provides alternative methods 
for presenting the accounts—-the issue of a separate balance sheet 
and profit and loss account of the holding company, together with 
separate balance sheets and profit and loss accounts for each of the 
subsidiaries, or the consolidated statement—thus permitting the 
directors to choose whichever method is the more suitable. These 
proposals have been subjected to much adverse criticism from 
accountants and others, who contend that the provisions of the 
English Act, which are now embodied in the Acts of Queensland, 
New South Wales, South Australia and in the Federal Companies 
Ordinance, “amply suffice to give the investor all the protection 
that is required.” However, this view is not in accordance with 
leading accountancy thought. 

The 1929 Act was based on the report of the Company Law 
Amendment Committee, issued in 1926. This expressed the view 
that shareholders in holding companies were entitled to know 
whether dividends proposed to be paid by a holding company were 
justified by the results of the group as a whole. Experience has 
shown that unfortunately the 1929 Act permits, if not encourages, 
the directors of a holding company to withold that information 
from the shareholders. A statement that “the profits of subsidiaries 
have been dealt with in the accounts of the holding company to the 
extent of the dividends paid by those companies, but the losses of 
subsidiaries have not been taken into the accounts of the holding 
company, as these have been fully provided for in the accounts of 
the subsidiaries,” complies with the provisions of the 1929 Act, 
provided such statement is signed by the directors who are respon- 
sible for signing the balance sheet. 

Such a statement, from the point of view of the shareholders, 
is worthless, for it gives them no information regarding the trading 
results of the group of companies in which their funds are invested. 


Stock Exchange Requirements 


The official list requirements of the Stock Exchanges of Sydney 
and Melbourne provide: 

“That if the company has a controlling interest in another 
company, it shall, with its own balance sheet, furnish shareholders 
with the latest balance sheet and profit and loss account of the 
subsidiary company. In the event of the company having a control- 
ling interest in more than one subsidiary company, an aggregate 
balance sheet and profit and loss account of the subsidiary companies 
may be provided.” 

_ This regulation affects only companies applying for listing after 
its introduction. There are several holding companies, whose 
shares are listed on the Exchanges, to whom the regulation does 
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not apply, and who still issue uninformative accounts. The Dunlop 
Rubber Co. Ltd. has set them an example which they might well 
follow. 

PREPARATION OF CONSOLIDATED STATEMENT 


If you are sufficiently interested, you will find in the Institute 
Library several books devoted to a consideration of the preparation 
of consolidated statements. In the time at my disposal I cannot give 
you more than a brief outline of some of the underlying principles, 

Possibly the first matter to determine is what balance sheets 
should be consolidated. 

Only those companies over which the holding company exercises 
control should be included in the consolidated statement. Some 
authorities contend that 51 per cent. shareholding may justify 
inclusion, while others that as a general rule a balance sheet should 
not be included unless the holding company owns 75 per cent. of the 
voting power. This suggests that in some cases it may be desirable 
to omit certain subsidiaries from the figures to be consolidated and 
include them in the statement as investments, making provision 
for any losses that have been incurred. 

Other matters requiring attention are: 

Uniform Date. It is preferable, though not essential, to adopta 
uniform date for preparing the balance sheets of the holding com- 
pany and its subsidiaries. 

Uniform Classification. A uniform classification of assets and 
liabilities is necessary, otherwise similar assets or liabilities may be 
included under various headings in the consolidated statement. 


Uniform Basis of Valuation. The necessity for this should be 
obvious. 

Outstanding Transactions. It will probably be found that there 
are certain outstanding transactions, such as items in transit, which 
will need to be investigated and properly dealt with. 


Outside Interests (Minority Shareholders). These must be 
taken into account and adjusted. The consolidated statement takes 
into account the full value of assets and liabilities and gives an 
offset for the proportion represented by the minority interest. 

The effect in a consolidated statement is to eliminate from the 
holding company’s balance sheet the item “Investments In and 
Advances to Subsidiaries,” and to substitute for that the actual 
assets and liabilities of the subsidiaries, treating them in exactly 
the same way as if they were branches of the holding company. 
There are, however, a number of items which would not arise 
between a head office and its branches and these require special 
treatment. They are: 


Goodwiil. This comprises the total goodwill shown in all the 
balance sheets, plus or minus any deficiency or excess of net assets 
in the subsidiaries over the price paid for the shares. 


Outside Shareholders. These should be credited with the paid 
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up value of their shares plus their proportionate share of any 
undivided profit or less their proportionate share of any accumu- 
lated loss (except where it is decided that the full amount of any 
loss should be borne by the holding company, or where the outside 
shareholders are preference shareholders and the loss falls firstly 
on the ordinary shareholders). 


Fixed Assets. Sometimes the fixed assets of subsidiaries have to 
be brought into line with a revaluation obtained at the time of 


purchase. 


Unrealised Profits. Where one company sells goods at a profit 
to another company within the group, an adjustment must be 
made for the unrealised profit on any such goods unsold at balance 
date in the possession of the purchasing company. (Cf. the adjust- 
ment necessary in the accounts of a company which manufactures 
goods for its own warehouses, and invoices from factory to ware- 
house at wholesale selling price. ) 

Two simple examples in the preparation of consolidated state- 
ments are presented in Examples C and D, which might now 
be considered. 


Example “C” 
An illustration of the preparation of consolidated statements as 
at the date of purchase, and subsequently after one year’s trading. 
A Company buys three-fourths of the shares in B Company, and 
seven-eights of the shares in C Company, as at June 30, 1936. The 
balance sheets of these companies as at 1/7/1936 and 30/6/1937 


are given hereunder : 


July 1, 1936 
Assets A Co. 
Cash at bank .. .. .. .. .. — 
Sundry debtors .. .. .. .... 50,000 
Stocks on hand .. .. .. .. .. 30,000 


ae we se ee ee 180,000 


Shares in B Co. - ss > Stab <ace 55,000 
Shares in C Co... .. .. .. .. 33,000 
Profit and loss appn. account . — 


£348,000 








Liabilities 


Bank overdraft .. .. .... .. £68,000 


Sundry creditors .. .. .. .. 20,000 
Paid-up capital .. .. .. ..... 200,000 
Profit and loss appn. account . 60,000 


£348,000 
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June 30, 1937 A Co. B Co. C Co. 


Assets 

Cash at bank .. .. .. .. .. £10,000 — _ 
Deposits with A Co. .. .. .. -- 3,000 2,000 
Sundry debtors .. .. .. .... 40,000 8,000 12,000 
meoces Om Temd .. .. 2. os 0% 25,000 22,000 25,000 
SSS see el 12,00 
OES 55,000 — _ 

ee 33,000 — = 
Profit and loss appn. account . -— — 3,000 


£348,000 £86,000 £54,000 








Liabilities 
Sundry creditors .. .. .. .. £60,000 £10,000 £14,000 


Os eee 5,000 — — 
Paid-up capital .. .. .. .. .. 200,000 60,000 40,000 
Profit and loss appn. account . 83,000 16,000 -- 


£348,000 £86,000 £54,000 








Stocks held by A Co. at June 30, 1937, include £12,000 bought 
from B Co., and £8,000 from C Co. These goods cost the sub- 
sidiary companies £9,600 and £6,800 respectively. 

A consolidated statement of assets and liabilities as at June 30, 
1937, and a consolidated statement of profit and loss for the year 
ended on that date would be prepared as shown hereunder: 

A consolidated statement at the date of purchase is necessary in 
order to fix the amount of goodwill included in the purchase price. 

Adjustments at 1/7/1936 are as follow: 

Shares in B Co., £55,000, partially cancel out against proprietor 
ship in B Co.’s balance sheet, viz. : 

Three-fourths of paid up capital .. .. .. £45,000 
Three-fourths of profit and loss account 7,500 


ae eres 


The balance of £2,500 is carried into the consolidated statement as 
goodwill. 
Shares in C Co., £33,000, partially cancel out against proprietor- 
ship in C Co.’s balance sheet, viz. : 
Seven-eighths of paid-up capital .. .. .. £35,000 
Less seven-eighths of Dr. balance of profit 
ae 4,375 


SD os ae a, wh be Ah om aes: oe ake Se 


The balance of £2,375 is carried into the consolidated statement as 
goodwill. 
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Turning to the consolidated statement at 1/7/1936: Goodwill, 
£4,875 = goodwill as above, B Co., £2,500 + C Co., £2,375. 


Interest of outside shareholders, £21,875 = 
One-quarter of paid up capital, B Co... .. .. £15,000 
One-quarter of profit and loss account, B Co. 2,500 
One-eighth of paid up capital, C Co... .. .. 5,000 


£22,500 
Less one-eighth Dr. balance of profit and loss 
Se Sa 4a ok es 46 Se 60 ee eu 625 


As per consolidated statement .. .. .. .. .. £21,875 


The consolidated statement of profit and loss for the year ended 
§ 30/6/1937 is self explanatory. 
0.000 ' Adjustments at June 30, 1937, are as follow: 
: © Deposits with A Co. cancel out against the liability in the 
holding company’s balance sheet. 
4.000 Shares in B and C Cos., £88,000, cancel out as at 1/7/1936. 
“““ & Interest of outside shareholders at 30/6/1937, £23,625 = 
ought Balance as at 1/7/1936 .. .. .. 2s aoe 
sub Add one-quarter of B Co.’s profit for year én 1,500 
one-eighth of C Co.’s profit for year .. .. 250 


ie 30, 
- year 


As per consolidated statement .. .. .. .. .. £23,625 


=" Working Papers 
wb, Consolidation of Assets and Liabilities at July 1, 1936 
P Adjustments 
© Assets A Co. BCo. C Co. Dr. Cr. Total 
Cash at bank .. .. £5000 £6,000 £11,000 
} Sundry debtors .. . £50,000 10,000 10,000 70,000 
» Stocks .. .. .. .. 30,000 20,000 30,000 80,000 
» Plant.. .. .. .. .. 180,000 50,000 10,000 240,000 
» Shares in B Co. .. 55,000 £55,000 
» Shares in C Co. .. 33,000 33,000 
» Pand L. A/c. .. 4,375 4,375 
Do. Outside . .. 625 

| Goodwill—B Co. .. 

c Ge .. 


£348,000 £85,000 


ietor- 








| Liabilities 
Sundry creditors . 20,000 £15,000 

: Bank overdraft . .. 68,000 

5 Paid-up capital . .. 200,000 45,000 35, £80,000 

© Do. Outside . .. 15,000 000 

» P.and L. A/c . .. 60,000 7,500 7,500 

» Do. Outside . .. 2,500 





£348,000 £85,000 £61,000 £92,375 £92,375 
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Consolidated Statement of Assets and Liabilities as at July 1, 1936 


Liabilities Assets 
Sundry creditors .. .. .. £56,000 Cash at bank .. .. .. .. £11, 
Bank overdraft .. .. .. .. Sundry debtors .. .. .. .. 70,00 
Interest of outside share- Stock on hand .. .. .. .. 80,00 
ees ‘ e IE oc ace ea, wae 
Paid-we capital .. .. .. «- ; 0 eee ee 


Profit and loss account a 
£405,875 £405,875 


= 
—_——_—— 


Consolidated Statement of Assets and Liabilities at June 30, 1937 
Adjustments 
Assets ACe Baa CC Dr. ce. Total 
Cash at bank .. .. £10,000 £10,000 
Deposits with A Co. £3,000 £2,000 £5,000 
Sundry debtors . .. 40,000 8,000 12,000 
Stocks on hand . .. 25,000 22,000 25,000 
Plant .. .. .. .. 185,000 53,000 12,000 
Shares in B Co. .. 55,000 
Shares in C Co. .. 33,000 
Goodwill .. £4,875 
P. and L. Alc ‘out- 
side .. 375 
Profit and loss appn. 
A/c, 1/7/3% .. .. 4,375 


£348,000 £86,000 £55,750 








Liabilities 
Sundry creditors .. £60,000 £10,000 £14,000 
B and C companies 5,000 
Paid-up capital . .. 200,000 45,000 35,000 
Do. Outside . .. 1,500 5,000 
P. and L. A/c out- 
4,000 
Profit and loss appn. 
Aye, Bree ns } 7,500 
Add profit for year , 2,700 700 


Provn. for unrealised 
~ "soa a 1,800 1,050 


£348,000 £86,000 £55,750 £97,375 £97,375 £397,250 








Consolidated Statement of Assets and Liabilities as at June 30, 1937 


Liabilities Assets 
Sundry Creditors .. .. .. £84,000 Cash at bank .. .. .. .. £10,000 
Provn. for unrealised profit 2,850 Sundry debtors .. .. .. .. , 
Interest of outside share- Stocks on hand acs 
A RP ee t ee eer 
Paid-up capital .. .. Pr MOEN sé. ee oe we we one 
Profit and loss account 4 


£396,875 
=— 





1938 THE AUSTRALIAN ACCOUNTANT 


Consolidated Statement of Profit and Loss for Year 
ended June 30, 1937 


A Company— 
OE 0 acd. ae: ee aa de be we Se OS OS £23,000 


B Company— 
Profit for year .. .. sa ae, ou’. 
Less one-quarter due to outside shareholders 1,500 


£4,500 
Less unrealised profit on stock sold to A Co., 
£2,400— 
A Co.’s share thereof, three-fourths .. 1,800 


C Company— 
Profit for year .. . . £2,000 
Less one-eighth due to outside shareholders 250 


£1,750 
Less unrealised profit on stock sold to A Co., 
£1,200— 
A Co.’s share thereof, seven-eighths .. 1,050 


Aggregate profit of atti re and its ean 


of subsidiaries .. .. 


Example “D” 

Illustration of a holding company, with two subsidiaries and 
one sub-subsidiary. 

On October 1, 1936, the United Co. Ltd. acquired 25,000 shares 
in B Co. Pty. Ltd. and 22,000 shares in C Co. Pty. Ltd. 

The shares in B Co. Pty. Ltd. were taken over at a valuation of 
30/- per share, the consideration being the issue of 18,750 shares in 
the United Co. The shares in C Co. Pty. Ltd. were purchased for 
£25,000 cash. 

On the same date B Co. Pty. Ltd. bought all the shares in 
D Co. Pty. Ltd. for £20,000 cash. 


The balance sheets of the United Co. Ltd. and its subsidiaries 
and sub-subsidiary as at September 30, 1937, are presented here- 
with. 

Inter-company transactions are as follow: 

During the year, D Co. Pty. Ltd. manufactured plant for the 
United Co. Ltd. at a profit of £3,000. 

The stock on hand of United Co. Ltd. includes stock purchased 
Pr: D Co. Pty. Ltd. for £5,000. The cost to that company was: 
3,500. 
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Bills payable—United Co. Ltd.— includes a bill for £5,000 payable 
to C Co. Pty. Ltd. 

Sundry debtors—United Co. Ltd.—includes £4,000 due by 
B Co. Pty. Ltd. and £2,000 by C Co. Pty. Ltd. 


Unitep Company LIMITED 
Balance Sheet as at September 30, 1937 


Liabilities 
Sundry creditors . . £35,560 
Bills payable . 7,420 


Total current liabilities . £42,980 
Debentures . . . . £10,000 


Total deferred liabilities . 
Paid-up capital . . £80, 
Share premium re- 

serve 30.000 
General reserve . . 50.000 
P. and L. appn. A/c 12,476 


10,000 


Total proprietorship . . 172,476 


£225,456 


Statement of Profit and Loss for 
1937 


Sept. 30 To Balance .. .. £12,476 


£12.476 


Assets 


Cash at bank . . . £1,420 
Sundry debtors . . 55,088 
Stocks on hand . . 30,476 


Total current assets . . . 
Plant and machinery £70,472 
Shares in B Co.—at 
cost 
Shares in C Co.—at 
ae — 


Total fixed assets . . . . 130,472 
£ 


Goodwill 


Total intangible assets . . 


Year ended September : 
1936 
Oct. 1 
1937 
Sept. 30 


By Balance .. .. . 


» Profit for year 
including  divi- 
dends from sub- 
sidiary com- 
panies .. .. .. 10,09 

£12,476 


——— 


Balance Sheets of 
B Co. Pty. Ltd., C Co. Pty. Ltd., and D Co. Pty. Ltd., 
Subsidiaries and Sub-subsidiary of United Co. Ltd., 
as at September 30, 1937 


Liabilities 
Sundry creditors .. . 
Bank overdraft .. .. . 
Bills payable .. 
Paid-up capital .. 
General Reserve .. .. .. 
Profit and loss account .. 


D Co. 
£5,430 


B Co. 


£13,642 
3,670 


C te 
£9,321 
12,470 
3,426 
40,000 


24,000 
2,400 
4,020 


30,000 
14,400 
5,418 





£67,130 £65,217 £35,850 








'i-_ 
& D 


Sl 8ss 
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Assets B Co. c Ca D Co. 


EE Ss bk ot aw ee Se Oe — — 40 
Sundry debtors .. .. .. .. .. .. £9,476 £8637 £8,970 
Se SEE bene ne ba oe we — 5,000 — 

SO MD oe ccd oc 6-00. oe 14,780 14,090 10,090 


| Plant and machinery .. .. .. .. 12,674 12,870 9,650 
| Shares in D Co. Pty. Ltd... .. .. 20,000 _ — 
> Debentures—United Co. Ltd. Sis — = 5,000 


Goodwill .. .. ... .. .« 10,200 — 2,100 
Profit and loss account » a — 24,620 —_ 


£67,130 £65,217 £35,850 








Statements of Profit and Loss for Year Ended September 30, 1937 


Dr. 


1937 


Sept. 30 To Interim Dividends paid 
from profits for year £1,500 -— £2,400 
a MAN EE dc 0%. a — 31,080 —— 
6 eee 5.418 — 4.020 


£6,918 £31,080 £6,420 








1 By Balance .. .. .. .. £4470 £6,460 £1,020 
Less Dividend .. .. .. 3,000 — -- 


£1,470 £6,460 £1,020 





Profit for year. .. . 3,048 -- 5,100 
Dividend, D Co. Pty. Ltd. 2,400 -- — 
Interest on debentures in 


United Co. Ltd. .. .. — — 300 
Balance .. .. ae — 24,620 — 


£6,918 £31,080 £6,420 








The inter-company interests in this illustration are somewhat 
more involved. The solution would be prepared with the use of 
working papers, as in the previous illustrations. The amounts in 
the consolidated statement are arrived at as under: 


Debtors— AssETS 


CO he. eae 
SS eee eee 
EE ns ne 3%. 0 oe 0s/0s eve oe 


DCo. Pty.Ltd... 2... 0.0. we ee we ee 8,970 
£82,171 


Less due to United Co. Ltd. by B and C Cos. 6.000 
As per consolidated statement (see page 159) £76,171 
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Bills Receivable—C Co. Pty. Ltd., cancel out 
against bills payable United Co. Ltd. 

Stocks on Hand—represents aggregate of stocks 
appearing in balance sheets of United, B, C, 
and D Cos. . : ‘ 


Plant and Machinery—represents aggregate of 
plant and machinery anigine in the four 
ED 2545 Au 0000 00 Wa os 46 08 


LIABILITIES 


Sundry Creditors— 
United Co. Ltd. .. 
B Co. Pty. Ltd. , te ae ee 
66 week ws SO We Os 
oe a 


£63,953 
Less Gue by Band C Cos. 2. 2 cine oe oe os 6,000 


As per consolidated statement (see page 159) £57,953 


Bills Payable— 


CS ee 
C Co, Poy. Gad .. .«. 


ieee Gee te © Ga. Pty. GAG 2. 25 oc oe cs os 
As per consolidated statement (see page 159) 


Debentures— 


United Co. Ltd. 
Less held by D Co. ‘Pty. Ltd. 


As per consolidated statement (see page 159) 
Provision for Unrealized Profits (see page 159) 


(As per consolidated statement of profit and 
loss. ) 


Interests of Outside Shareholders— 
B Co. Pty. Ltd., paid-up capital .. .. .. .. £5,000 
Add one-sixth of reserve (£14,400) .. .. .. 2,400 
one-sixth of profit and loss account 


a es ay ic xe de ae. 0 


£8,303 
Less one-sixth of goodwill (£10,200) .. .... 1,700 
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C Co. Pty. Ltd., paid-up capital .. .. .. .. £18,000 
Less nine-twentieths of profit and loss account 11,079 


D Co. Pty. Ltd., paid-up capital .. .. .. .. £4,000 
Add one-sixth of reserve (£2,400) .. .. .. 400 
one-sixth of profit and loss account 


SE och an a Gag dp ke ae. 


£5,070 
Less one-sixth of goodwill .. .. .. .. .... 350 


As per consolidated statement (see page 159) 


Share Premium Reserve— 


United Co. Ltd. o — £30,000 
Less share premium on shares issued for shares 


in B Co. Pty. Ltd. wie Sip eck See 
£11,250 


As per consolidated statement (see page 159) 


Capital Reserve— 
Excess of net tangible assets over cost of shares 
acquired, viz. : 
B Co. Pty. Ltd— 


Equivalent net tangible assets .. .. .. .. £32,225 
Cost price (£18,750 shares at nominal value) 18,750 


Excess ..... 


C Co. Pty. Lilt 
Equivalent net tangible assets .. .. .. .. £25,553 
Cost GF GRAPES 4. 5. 2. 0s ce 0c ce ce oe SOND 


Excess .. .. . 


D Co. Pty. Lid— 
Net tangible assets .. .. .. .. .. .. .. .. £25,320 
ee ene 


Excess .... . . £1,320 
Less proportion “of ‘outside shareholders, 
EEE wae We on oe d6 ce be 08 He 220 


Total . 
Less entail United Co. Ltd. 


As per consolidated statement (see page 159) 


4,720 


£18,244 


£13,475 


1,100 


£15,128 


8,000 


£7,128 
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United Co. Ltd., Subsidiary and Sub-subsidiary Companies 
Statement of Profit and Loss for year ended September 30, 1937 


Profits of United Co. Ltd. eer 
Interim dividend from B Co. Ltd. ee eke 1,250 


Total profit carried to profit and loss account of 
United Co. Ltd. ; de Ba Aw ah £10,039 
B Co. Pty. Ltd. — profit for year eu - be 
Less dividend paid . 
Less proportion of outside interests—one-sixth 
D Co. Pty. Ltd—profit for year .. . 
Add interest received from United Co. Ltd. . 
Less proportion of outside interests—one-sixth 


4,50 
£15,829 


Deduct unrealised profits— 
Profit on plant made by D Co. .. .. .. .. £3,000 
Less proportion of outside interests .. .. .. 500 


£2,500 
Profit on stock from D Co. .. .. .. £1,500 


Less proportion of outside interests 250 
1,250 
3,750 


sa aa oe kid ew oe ae £12,079 
C Co. Pty. Ltd.—loss for year i ek eae aaa £31,080 


Less proportion of outside interests—9/20ths 13,986 
——— _ 17,% 


Balance—net loss for year .. .. .. £5,015 
Less profits brought forward from preceding year 2,437 


Debit balance as per consolidated statement 
of assets and liabilities .. .. .. 2. 2... 





1938 THE AUSTRALIAN ACCOUNTANT 


Consolidated Statement of Assets and Liabilities as at 
September 30, 1937 


Liabilities 


Sundry creditors .. .. .. 


Bank over- 

draft .. . £16,140 

Less cash at 

banks .. 1,460 
—— 14,680 

Bills payable. .. .. 5,846 

Debentures .. .. .. 5,000 

Provision for un- 

realised profits .. 3,750 


Total current liabilities and 
a eee ea 
Interests of outside 

shareholders .. .. £18,244 


Paid-up capital . .. 80,000 
Share prem. reserve 11,250 
General reserve . .. 50,000 
Capital reserve £7,128 

Less Dr. 

balance of 

profit and 

loss .. .. . 2,578 4,550 


———_ 


Total proprietorship .. 


Assets 


£57,953 Debtors .. .. .. .. £76,171 
Stocks on hand . .. 69,436 


Total current assets .. .. £145,607 


Plant and 
machinery £105,666 


Total fixed assets 105,666 


£87,229 


18,244 
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